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Klein weakens LIFO protection against 


price shifts; serious effects seen 


by NICHOLAS T. De LEOLEOS 


The recent Klein Chocolate decision outlawing single-pool LIFO inventories, 


dramatically shows how handling of Lifo can have substantial effect on the de- 


ferring, bunching or spreading out of taxable income generated by inflationary in- 


creases in inventory costs. This article considers the effect of the case (and its 


rehearing) on inventory policy and accounting methods. 


i grenadine relations respect- 
ing the use of Liro method of valu- 
ing inventories prior to the Klein deci- 
sion (Klein Chocolate Company 32 TC 
No. 41, decided May 29, 1959) were not 
exactly serene. But in the vast majority 
of cases quite satisfactory 
were worked out. 

The fact that Klein was litigated evi- 
dences the highly restrictive concept of 
the law held by some, though only a 
very few, of the Internal Revenue Serv- 
ice personnel dealing with Liro. Tax- 
payers are now confronted with a harsh 
decision which would appear to give 
heart to the strictest minded of the 
Agents and quite possibly result in a set 
of rules which will tie the hands of those 
Service officials who have tended to be 
responsive to the varying and changing 
requirements of a dynamic economy. 


procedures 


As discussed below, there is a pos- 
sibility that the Klein decision will be 
reconsidered. But a reversal under the 
circumstances would represent a mere 
“yes” to that particular taxpayer on 
technical grounds aside from Liro prin- 
ciples; the philosophies and implica- 
tions of the reported decision will un- 
doubtedly stand. It is believed that the 
chaos which may well be the result of 
the things said in Judge Turner’s opin- 
ion can be cleared away only by regula- 
tions of extraordinary quality. 


The Klein decision 


Klein Chocolate Company adopted 
the dollar-value Liro method employ- 


ing a single pool with its 1942 return. 
Its returns were examined for the years 
1942, 1943 and 1944 and, while ap- 
parently the examining officer made 
certain inquiries with respect to the in- 
ventories, the method was not disputed 
and there were no changes. The Com- 
missioner took exception for the first 
time to the closing inventory for the 
year 1946 and determined deficiencies 
for the years 1946 and 1947. For the 
single pool used by the taxpayer the 
Commissioner substituted ten as fol- 
lows: 

1. Basic cocoa beans 

2. Flavor beans 

3. Milk liquid and powder 

4. Sugar 

5. Miscellaneous ingredients 

6. Cocoa butter 
7. Chocolate coating and liquors (in 

process) 

8. Chocolate coating (finished prod- 

uct) 

9. Cocoa 

10. Finished confections 

Judge Turner approved these cate- 
gories except as to cocoa butter which 
he found to be includible with in- 
process goods. 





[Mr. DeLeoleos is a CPA and a member 
of the Tax Department of the account- 
ing firm of Arthur Andersen & Co., 
Chicago. He was formerly a Field Agent 
with the IRS in Chicago, and also was 
associated with the Regional Renegotia- 
tion Board in Chicago.] 


The court further declined to apply 
the generally acknowledged rule that 
inventory methods consistently used 
should not be disturbed because it was 
not satisfied that the method was in fact 
consistently used. It is on these grounds 
that the decision may be reconsidered 
and reversed as discussed more fully be- 
low. 


The basic problem 


The controversy over pools in the 
Klein case points up the essential under- 
lying divergency of views between tax- 
payers and the Treasury. At one ex- 
treme on the side of the taxpayers a 
theory is held that inventories are in a 
sense a part of the “fixed assets” of a 
going concern; a relatively level quan- 
tity of inventory is required at all times 


‘and the income of any given year 


should not be distorted by inflationary 
price movements. To those that fol- 
low this theory it matters not that the 
relative quantities of the various raw 
materials may change from year to year 
(or for that matter may change alto- 
gether). So long as the dollar value of 
whatever is in the ending inventory, 
valued at the base year prices, is equal 
to the Liro base they would recognize 
no inventory increase. 

At the opposite extreme is the view 
held by some Service officials that the 
benefits of Liro should be restricted so 
as to relate to actual quantities of spe- 
cific, elected goods. Classifications or 
pools are recognized but include prac- 
tically identical items. There can be no 
substitutions. For example, if a manu- 
facturer of burlap bags whose inventory 
of burlap was valued under the Liro 
method at 1939 prices were to find it 
necessary to change completely to the 
manufacture of heavy paper bags he 
would lose the benefit of Liro because 
the paper in his inventory would be 
valued at current prices. It is obvious 
that such a result is not logical and is 
likely to be unduly severe. The effect 
upon income in the year of change 
could be staggering, for the costs of 
1939 would be matched with selling 
prices of 1959! 

In the Klein case the effect of inven- 
tory item mix was not nearly so 
dramatic as in the above example. The 
government did, however, avail itself 
of an opportunity to chop away some of 
the favorable Liro base. Exhibit I shows 
the Commissioner's Liro computation 
for Klein on a 10-pool basis. 

The taxpayer’s inventories, of course, 
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decreased in each of the years 1946 and 
1947 under both methods. However, 
under the taxpayer’s computation a sig- 
nificant portion of the decrease was 
absorbed by increments or “layers” at 
prices current in 1943, 1944 and 1945 as 
illustrated in Exhibit II. 

Quite to the contrary, the Commis- 
sioner determined that instead of 
shedding some of the higher-than-base 
increments of 1943 through 1945, there 
were five new increments (cocoa butter, 
milk, miscellaneous ingredients, choco- 
late in process and finished goods) to be 
priced at current prices for 1946 and 
four more for 1957! The brunt of the 
inventory decrease, as will be noted 
from Exhibit I above, is borne by the 
categories for Klein’s principal raw ma- 
terial—cocoa beans. The impairment of 
this base, from $455,748.81 at January 
1, 1946, down to $97,592.82 at Decem- 
ber $1, 1947, would be permanent under 
the law. Thus, when under perhaps 
more normal conditions the inventory of 
cocoa beans might be restored to the 
$450,000 level at 1941 prices the entire 
amount of the restoration would be 
valued at prices current when restored. 

It should be noted that while the 
cocoa bean inventories went down in 
each of the years 1946 and 1947, the 
finished confections inventory went up. 
To the extent of the bean content in 
finished confections the mere switch 
from the bean category created taxable 
income because current prices were ap- 
-plied to the increase in finished goods 
in lieu of the 1941 base price which 
would have prevailed if the beans were 
still in the raw state. It would seem that 
the pendulum swung a little too far. 
That. profits are not realized by the 
simple movement of materials from the 
the finished state is an ele- 
mentary principle. 

A more equitable approach by the 
Commissioner might have been to pro- 
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EXHIBIT I: Dollar Value of Quantities in Inventory, December 31 
1945 1946 1947 
At At Lifo At Lifo 
Base Base Inventory Base Inventory 
Year Year as Yeer as 
Classification Prices Prices Determined Prices Determined 
Basic cocoa beans . . $455,748 $299,391 $299,391 §$ 97,592 $ 97,592 
Flavor beans 59,964 30,616 30,616 22,692 22,692 
Cocoa butter 1,262 4,807 12,474 5,430 18,573 
Cocoa 19,336 1,251 1,251 570 570 
eee. 2c, ea 1,034 8,333 29,547 19,984 67,461 
SR ree 51,834 9,216 9,216 16,836 24,837 
Misc. ingredients . 2,463 3,718 4,862 3,321 4,103 
Chocolate coating and 
liquors in process . 26,535 $2,510 36,280 18,688 18,688 
Finished chocolate 
coating 61,994 49,791 49,791 59,242 66,974 
Finished confections . . 12,908 38,273 52,470 36,394 49,539 
Total $693,082 $477,910 $525,901 $280,753 $371,034 
Single-pool valuation per returns filed $477,910 $280,753 
(Figures rounded to nearest dollar, hence may not add to totals.) 








pose a category or categories encompass- 
ing raw materials including the ma- 
terial content of work in process and 
finished goods. Of course, if the ma- 
terial-content method were to be used, 
Klein’s records would have had to be 
adequate to show the quantity of ma- 
terials in processed goods. 


Reconsideration and possible reversal 


At a special hearing before Judge 
Turner on August 12; 1959, counsel for 
the taxpayer presented additional in- 
formation tending to clarify the matter 
of consistency in the use of the single 
pool by Klein. In the published opin- 
ion of May 29, 1959, the court suggested 
that the testimony in this regard was 
not reliable and ruled that the method 
in fact had not been consistently ap- 
plied, had the Commissioner’s 
failure to take exception in the first four 
years the method was used constituted 
acceptance by him of the single-pool 
method. 

The testimony in question appears to 
have been confusing to the court only 


nor 


because it had been assumed that the 
Liro method was being employed for 
all of the taxpayer’s inventory. It is 
understood that in the Liro applica- 
tion, and in actual practice, Klein had 
elected not to place cocoa cake, manu- 
facturing supplies and materials in 
transit on the Liro method. 

In the light of this information, and 
other data presented at the hearing, 
Judge Turner allowed the petitioner 
ninety days within which to furnish 
stipulations as to the precise facts re- 
lating to the issue of consistency. It 
was intimated that if consistency were 
proved the decision would be changed 
to favor the taxpayer. It is important to 
note, however, that Judge Turner spe- 
cifically and pointedly remarked at the 
hearing that the reversal would be 
predicated solely upon the consistency 
issue and that the opinions reflected in 
the original decision respecting the 
single-pool method are not altered. For 
all practical purposes, it would seem 
the dicta of the decision will effectively 
stand as a blow to one-pool Liro. 








EXHIBIT II: 


Dollar Value of Quantities in Inventory, 


December 31 





Portion deemed under the statute to 


have been acquired December $31, 

1941, carried at 1941 prices . 
Portion deemed to have been acquired 

in 1943, carried at 1943 prices .... 
Portion similarly carried at 1944 prices 
Portion similarly carried at 1945 prices 





1945 1946 1947 
At Lifo At Lifo At Lifo 
At Base Carrying At Base Carrying At Base Carrying 
Year Prices Amount Year Prices Amount Year Prices Amount 
$633,368 $633,368 $477,910 $477,910 $280,753 $280,753 
20,045 29,634 — - ms = 
39,437 62,206 _ — _ _ 
232 379 — — — = 
$693,082 $725,589 $477,910 $477,910 $280,753 $280,753 
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When the Liro provisions were first 
enacted in 1938 the unit method only 
was authorized by Regulations. As an 
aftermath of the Hutzler Brothers Co. 
case (8 TC 14) the Treasury authorized, 
in 1949, all taxpayers to use the dollar- 
value method. 

As it is now commonly understood 
the dollar-value method differs from the 
unit method in that it requires no 
matching of the opening and closing in- 
ventories as to costs or quantities of 
specific items. It is considered that it 
should not matter whether the closing 
inventory contains the same items as 
were included in the opening inventory 
or whether a change in the dollar total 
is due predominantly to a precise item 
in the category. 

Existing Regulations provide no 
guides for the application of the meth- 
od. Naturally the tendency has been 
to adopt broad classifications which per- 
mit the taxpayer to maintain compar- 
able amounts of inventory from year 
to year without regard to variations in 
the quantities of individual components 
of the inventory. Narrow classifications 
have been avoided because experience 
indicates that permanent (for tax pur- 
poses) liquidation of certain pools with 
corresponding increases in other pools 
are common. Such ups and downs dis- 
tort income and represent a departure 
from the underlying theory from the 
taxpayer’s point of view that Liro 
should eliminate from taxable income 
the effect of price variations in inven- 
tory. 


The Revenue Service views 


As a practical matter, Internal Rev- 
enue Service officials appear not to have 
relinquished the rudimentary philoso- 
phies of unit inventory accounting. 
Thus under either Liro or Firo an in- 
ventory stated in terms of dollars is an 
expression of the quantity of goods in 
that inventory. Under the dollar-value 
method a “dollar” of Liro inventory is 
equivalent to a specific quantity of 
elected goods at the base year price. 

The dollar-value method, it is said, is 
not intended to obscure the rise and 
fall of various items in an inventory 
pool and to permit substitutions, but 
rather is intended only to simplify the 
computation of inventories by per- 
mitting the comparison of dollars in- 
stead of units. Careful attention is ac- 
corded to the exact portions of the in- 
ventory with respect to which an elec- 
tion to use Liro has been made. Also, 
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the Liro inventory should be developed 
from records which are an integral part 
of the normal cost-accounting system. 

So, to the bag manufacturer in our 
earlier illustration the Treasury would 
probably say, in effect: “You elected to 
place burlap on Liro, not paper; this 
was your election, not ours. You should 
have had better foresight and made 
your election broader.” Further, the 
Agents would not ordinarily be con- 
science-stricken because of the distort- 
ing increase in income of the year of 
product content change, noting a likeli- 
hood that a radical change of this type 
might be accompanied by impairment 
of selling prices and operating income 
in the period before the change, heavy 
transitional expenses, etc., having a 
mitigating effect. 

One might ask, in the light of these 
views, how is it that department stores 
are permitted to consider an entire de- 
partment as a single pool? It is ap- 
parent that the items within some de- 
partments vary significantly from year 
to year and that substitutions caused by 
new product development and _ con- 
sumer preferences occur frequently. The 
explanation is that the Treasury usually 
presumes that there is _ substantial 
homogeneity among the items within a 
store department and acknowledges 
(probably under the impetus of the 
Hutzler decision, supra) that dollar- 
value Liro by departments is the only 
practical Liro method available to a de- 
partment store. 

The Treasury has not seen fit to ex- 
tend such a presumption generally in 
favor of other classes of taxpayers. Quite 
the opposite, there is considerable sensi- 
tivity to changes in relative quantities 
of items and a taboo against substitu- 
tions. 

It should be noted that Judge Turner 
wrote a strong dissenting opinion in the 
Hutzler case. 


Fate of single-pool Lifo 

The Treasury's aggressive attitude in 
the Klein case exhibits these profoundly 
different views. The very narrow cate- 
gories established by the Commissioner 
and approved by the court appear to 


‘go so far as to vitiate the dollar-value 


method which was specifically author- 
ized by TD 5756. Because of the rela- 
tively limited range of important items 


, in the inventory, each of which was set 


up by the Agents in a separate pool, it 
is likely that an inventory computed 
on the unit method would produce sub- 


stantially the same valuations as the 
“dollar-value” method computed by the 
agents. This subtle transition to the 
equivalent of a unit method was ap. 
parently recognized and approved by 
Judge Turner who stated in his opinion 
(page 26): 

“, .. It is, of course, true that through 
the enactment of Section 22(d), Con- 
gress did relax the ban on the constant- 
price method of inventory to some de. 
gree, namely, to the extent of permitting 
a taxpayer to treat the goods on hand at 
the close of a taxable year as those in- 
cluded in the opening inventory to the 
extent thereof, which, as we _ have 
pointed out, permits a taxpayer the con- 
tinued use of the cost prices for its 
opening inventory of its base year up 
to the extent that a _ corresponding 


‘amount of properly comparable goods 


or items is maintained in each succeed- 
ing closing inventory. But even under 
the constant-price method substantial 
regard for the identity of the goods so 
priced was essential. As already stated, 
we are convinced that the use of sep- 
arate pools or categories for the various 
raw materials, for goods in process, and 
for finished goods will most clearly re- 
flect petitioner’s income from year to 
year, as the respondent has determined, 
and we have found nothing in the 


‘ statute or the regulations which either 


convinces or persuades us that Congress 
had any intention under Section 22(d) 
of extending the scope of the constant- 
price method of inventory nearly as far 
as the lump-sum effect of a single pool 
or category in cases such as this would 
do.” 

Government counsel in Klein sought 
to squelch the theory that inflationary 
price-level changes should be reflected 
currently in cost of goods sold and not 
in the inventories, saying in his reply 
brief: 

“The purpose of the said Section 
[22(d), 1939 Code, Section 472 1954 
Code] and Regulations is not the pur- 
pose assigned by petitioner as the 
premise for its views when petitioner 
states, “The purpose of Liro is to keep 
inflation out of inventories and there- 
fore to keep that same inflation out of 
taxable income. . (Brief for Pet. 
p-3). 

“The fallacy of the foundation of 
petitioner’s arguments derived from the 
foregoing conclusion is refuted by the 
fact that petitioner’s premise relative to 
inflation is to be found at no place in 
the Statute itself or in the Regulations 
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promulgated under the Statute. 

“Inflation was not the economic prob- 
jem that it is at the present time when 
the Statute and Regulations came into 
exystence, hence it cannot be convinc- 
ingly argued that inflation was a prob- 
lem sought to be cured by the Statute 
and Regulations in question. There is 
no valid connection between the enact- 
ment of the Statute and Regulations 
and inflation. Moreover, in times of 
falling prices. the use of the Liro 
method would be inflationary to the 
same extent that such method is de- 
flationary in times of rising prices.” 

As suggested earlier we do not believe 
that the harsh views evidenced in the 
prosecution of the Klein case are neces- 
sarily those of all Service officials re- 
sponsible for Liro. To the contrary very 
reasonable methods have been amicably 
worked out in the past. We hope and 
believe that the more moderate ap- 
proach will ultimately prevail. 

The above-quoted portion of Judge 
Turner’s opinion does not seem to close 
the door on single-pool dollar-value 
Lrro with utter finality. It should be 
noted he refers to “cases such as this” 
near the close of the quoted passage. 
This is encouraging for it is evident 
that there are many types of businesses 
for which a single pool would very ade- 
quately fulfill the statutory and regula- 
tory requirement for clearly reflecting 
the income. 

The information available with re- 


spect to Klein tends to suggest the pos- 


sible existence of a degree of homogene- 
ity which might justify a single pool. 
Without intimate knowledge of a 
taxpayer’s specific business and records, 
I would not care to hazard an opinion. 
(It does appear, however, that fewer 
and broader categories than those al- 
lowed by the court would be more 
equitable and reflect the results from 
operations more accurately.) 

In general it appears that the use 
of a single pool solely for the purpose 
of avoiding the liquidation of a Liro 
base will be in for a very hard time. 


What is acceptable pooling? 


The theory of dollar-value Liro con- 
templates that there can be substitu- 
tions of items within a Liro pool. The 
difficulty lies in defining the limits of 
such substitutions. Again taxpayers on 
the one hand argue, sensibly, that sub- 
stitutions of items having substantially 
similar end uses should be freely per- 
mitted. For example, a complete 
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Congress should study taxes and spending together 


CONGRESS NEEDS MORE accurate, timely 
and complete information on the U. S. 
Government’s expenditures, revenues 
and debt so that its final decisions on 
spending, tax rates and debt can be 
made in the light of the whole picture, 
the U. S. Chamber of Commerce has 
urged. 
“Under the present archaic system, Con- 
gress never considers the budget as a 
whole. Spending, revenue and debt 
measures are acted upon by different 
committees at different times. Since these 
measures are intimately related, intelli- 
gent action on the budget now is im- 
possible.” 

The Chamber suggested the following 
guidelines to budgetary reforms: 
eMore frequent and timely reports to 
Congress by the Treasury listing all 
revenue in sight, all spending and obli- 
gations to spend, all debt and contingent 


liabilities. Lack of this kind of data 
means that significant sums are fre- 
quently omitted from spending reports 
by congressional committees. 

e Establishment by Congress of a “center 
of financial management” which would 
deal with spending, tax and debt meas- 
ures as they relate to each other. The 
Chamber said Congress might do this 
by revamping its committee structure 
to provide for co-ordinated review of all 
budgetary matters. Currently, the spend- 
ing program is considered in a series of 
12 to 15 separate bills. No attempt is 
made to relate spending to revenues or 
the public debt. 

The Chamber also urged Congress to 
direct the General Accounting Office to 
review the Federal management and re- 
veto or reduce single items in a spend- 
ing bill without rejecting the remainder 
of the bill. oad 





change from the manufacture of soap to 
the production of detergents should not 
result in the liquidation of long-stand- 
ing Liro bases and affect taxable income 
by throwing into the year of change the 
cumulative effect of many years of gen- 
eral increases in cost. But as of the 
present time even the more enlightened 
of Service Agents specializing in LiFro 
problems, however, seem committed to 
oppose this principle. If a metal manu- 
facturer uses steel, aluminum and cop- 
per, a separate pool for each would be 
required. Variations in sizes and a 
moderate amount of quality differential 
within such a pool would ordinarily not 
be challenged. 

We believe that the Klein decision 
is not a suitable guide for the settlement 
of controversies over pooling. Further, 
it does not seem likely that other judi- 
cial determinations will be suitable for 
the purpose. Too often decisions in 
court cases are based upon a variety of 
strictly legal questions; whereas the de- 
termination of inventory methods, 
values and amounts, would seem right- 
fully to be within the province of sound 
accounting principles. 

Obviously workable rules and stand- 
ards must be set. It may be that the law 
will have to be amended, but it is be- 
lieved that the matter can be resolved 
by intelligent regulations. 


Regulations 


The general use of dollar-value Liro 
method was sanctioned by the Treasury 


in 1949 via TD 5756, but implement- 
ing Regulations have not been issued. 

The absence of effective Regulations 
respecting dollar-value Liro groups or 
pools has beer? vexing to taxpayers and 
conscientious revenue Agents alike. 
There can be little doubt but that liti- 
gation would have been unnecessary in 
Klein had there been workable regula- 
tory guides. And it is quite possible that 
the decision holding for numerous and 
narrow pools would have been less 
severe if the court had pertinent Regu- 
lations to interpret. This is suggested by 
Judge Turner’s indication that he was 
sustaining the Commissioner’s deter- 
mination to a considerable extent be- 
cause of the absence of proof that such 
determination was erroneous. 

The Treasury has been understand- 
ably slow to issue Regulations on dollar- 
value pooling. A start was made in 1954, 
but seemingly little was done between 
then and now. Because of the tremen- 
dous diversity in types of businesses and 
manufacturing processes and because of 
the development of new materials and 
new applications of existing materials 
typical of our fast-moving technological 
progress, it must be assumed that the 
Regulations, however carefully drawn 
up, will leave a great many practical 
questions. But some Regulations, even 
if deficient in the sense of being too 
general, are preferable to none at all. 

The Treasury recognizes that tax- 
payers whose Liro applications have not 
yet been approved are in a difficult posi- 
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tion when confronted by the Klein de- 
cision. Many entirely reasonable limited- 
pool methods have been administrative. 
ly allowed in the past that could not be 
approved if Klein dicta were to be close- 
ly followed. It is hoped that the Regula- 
tions, which are expected to be issued in 
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proposed form very shortly, will give a 
green light to the more reasonable solu- 
tions of the past. If they do not and a 
rigid set of rules inspired by apparent 
success in its Klein case are adopted, 
there will be unwarranted discrimina- 
tory treatment among taxpayers. a 


Has the IRS found, in Cohn, its long- 


sought way to end equipment capital gains? 


by EDWIN W. MACRAE 


At the root of taxpayer dissatisfaction with depreciation policy and administration, 


Mr. Macrae says, is the Treasury’s quite natural determination to limit capital 


gain on sale of equipment depreciated below sales price. Recent cases, particularly 


Hertz, Evans, Cohn, have strengthened the IRS position so much that if the cases 


continue to favor the Treasury, substantial capital gain on sales of depreciable 


property is going to be almost impossible. If so, taxpayers may benefit as much as 


they lose, for one result will be that much of the wrangling with the IRS over 


depreciation deductions will die down. 


- IS OBVIOUSLY incongruous to require 
a taxpayer to estimate a highly in- 
determinate factor such as residual sal- 
vage value at a date 15 or 20 years in 
the future, or to estimate precisely the 
length of life of the longest lived asset 
in a group of assets, when the Code it- 
self permits him to choose any one of 
a number of methods which will pro- 
duce substantially different depreciation 
allowances in any given year. Indeed, 
the Regulations themselves, in interpret- 
ing the law, make it quite clear that if 
a taxpayer to purchase three 
identical assets, to be used for identical 
purposes in the same location, he would 
be free to depreciate the first asset under 
the straightline method, the second 
under the sum-of-the-years-digits method 
and the third under the double-rate de- 
clining-balance method. As accounting, 
this flexibility is difficult to defend, but 
it is clearly in accordance with the in- 
tent of those who drafted the 1954 legis- 
lation. But why, having granted this 
flexibility in arriving at his annual de- 
preciation deductions, should the tax- 
payer be saddled with the technical me- 
chanics of proper accounting: recogni- 
tion of salvage value; adherence to his- 
torical useful lives; following the rules 
for computation of average depreciation 
rates, and the composition of group 
accounts, composite accounts and classi- 
fied accounts? 

The answer to this question is two- 


were 


fold; first, the Commissioner has not 
been directed to adopt a less technical 
attitude, and, second, even if he were 
inclined to initiate more lenient admin- 
istrative policies, he would be con- 
fronted with the revenue effects of Sec- 
tion 1231, which makes gain on the sale 
of depreciable and real property used 
in trade or business capital gain. 


The real problem 


There is not much doubt that at the 
center of the depreciation problem is 
this old chestnut. Its very existence 
causes concern to the revenue-conscious 
Service and the concern grows graver 
with the use by taxpayers of the ac- 
celerated depreciation methods. Section 
1231 certainly accounts for the increased 
emphasis now placed on salvage value 
and useful life by the new Regulations. 
It is the keystone of the entire overly 
complicated structure of tax accounting 
for depreciation. Before we can develop 
a set of sensible depreciation rules 
which will permit the Commissioner, 
without fear of revenue loss, to adopt 
a flexible and reasonable approach 
toward depreciation rates and also 
eliminate the expensive and time con- 
suming controversies now plaguing tax- 
payer and government alike, it will be 
necessary for taxpayers to face the sacri- 
fice of whatever benefits they can now 
obtain from the interplay of Sections 
167 and 1231. So long as depreciation 


can be deducted against ordinary income 
and subsequently recouped at Capital 
gains rates, taxpayers are going to have 
trouble with Revenue Agents. No 
amount of statutory language is going 
to prevent this inevitable reaction by 
agents. What, however, is Section 123] 
really worth to taxpayers? In view of the 
current attitudes of the Service, sup. 
ported by decisions in some recent in- 
teresting court tests, the loss of Section 
1231 to taxpayers might not be as much 
of a sacrifice as it would at first appear. 

The final Regulations under Section 
167, when issued in June, 1956, placed 
particular emphasis on two concepts 
which, while technically correct, had 
been largely ignored by taxpayers and 
Revenue Agents alike. The first of these, 
dealing with the useful life of an asset, 


‘ stated that useful life is not necessarily 


the inherent useful life of the asset, but 
is the period over which the asset may 
reasonably be expected to be useful to 
the taxpayer. This concept is certainly 
logical and has frequently been ad- 
vanced by taxpayers when arguing in 
support of lives for their assets that were 
shorter than those used by others. How- 
ever, taxpayers generally have used an 
estimate of the inherent lives of assets. 

The second new concept was salvage 
value. Taxpayers, universally, 
recognize that an asset will have some 
residual value when it is no longer of 
use in its business and is disposed of. 
Almost as universally, however, this 
residual value has been ignored in com- 
puting tax depreciation allowances. The 
specific language of the new Regulations 
now makes it much difficult to 
ignore this factor. 

Revenue agents have been alert in en- 
forcing these concepts. By insisting on 
the recognition of a realistic amount of 
salvage, they have been able to slow 
down the effective depreciation rate and, 
correspondingly, to reduce the 1231 gain 
on subsequent sales. By enforcing the 
useful life to taxpayer concept, they 
have been able to exclude many short- 
lived assets from eligibility for use of 
the accelerated methods and thus re- 
duce the 1231 gain. By using a combina- 
tion of these two concepts, with a lot 
of good 20-20 hindsight, they have often 
completely wiped out 1231 gains. 

Although not in all cases disputing 
the logic of the position taken by the 
Treasury, many taxpayers have thought 
that these new concepts constituted such 
a drastic change from previous admin- 
istrative policy that they would not 
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(Mr. Macrae, a Certified Public Ac- 
countant, St. Louis, is a partner in the 
accounting firm of Arthur Young & 
Company. This article is an adaptation 
of a longer discussion of depreciation 
problem under the 1954 Code which he 
wrote for The Tax Executive.] 





stand the test of judicial interpretation. 
Unfortunately for those who had been 
enjoying the increased 1231 benefits 
arising from use of the accelerated 
methods, the Government’s position has 
stood up very well against taxpayers’ at- 
tacks. There was some satisfaction to 
taxpayers when the Ninth Circuit held 
in Evans (264 F.2d 502) that the new 
rules could not be applied to years prior 
to the promulgation of the Regulations. 
However, the Fifth Circuit in Massey 
Motors (264 F.2d 552) and the Third 
Circuit in Hertz (July 6, 1959) upheld 
the IRS position that useful life has al- 
ways meant the length of time assets are 
expected to be useful in the taxpayer’s 
business. Certiorari has been requested 
in both Evans and Massey. 

The other issue in the Hertz case too 
was a victory for the Treasury. The 
court upheld the Regulation forbidding 
depreciation below salvage value under 
the method. 
On the whole, it appears that the gov- 
ernment has obtained a judicial nod of 
approval with respect to its application 


double-declining-balance 


of these two concepts. 

While these two concepts are disturb- 
ing to many taxpayers, and alone will 
undoubtedly strip much of the attrac- 
1231 for future 
years, a further government theory, ap- 
parently developed after the new Regu- 
lations were promulgated, now threatens 
to emasculate it completely. 


tiveness from Section 


Briefly this theory runs as follows: 
Since both useful life and salvage value 
are not certain until an asset is disposed 
of, both of these factors must be esti- 
mated for the purpose of computing de- 
preciation deductions. The Service is on 
record as saying that a taxpayer's reason- 
able estimate of useful life and salvage 
will not be changed in the absence of a 
dear and convincing basis for such a 
change. Also, the Regulations state that 
salvage value shall not be changed at 
any time after the determination made 
at the time of acquisition merely be- 
cause of changes in price level. These 
provisions have generally been regarded 
by taxpayers as an attempt by the gov- 
ernment to add a degree of certainty to 
depreciation deductions claimed in prior 











years. An additional, seemingly harm- 
less, sentence, however, is now being 
used to destroy that small degree of cer- 
tainty and could, in fact, virtually wipe 
out the realization of 1231 gains im the 
future. That sentence is: “However, if 
there is a redetermination of useful life 

. Salvage value may be redetermined 
based on the facts known at the time of 
such redetermination of useful life.” 
The Service is now advancing the 
argument that when an asset is sold, its 
useful life no longer has to be estimated 
and its actual life is known. According- 
ly, a change in the asset’s useful life has 
occurred. Since the life has been 
changed, salvage value should be re- 
determined. At this point, the argu- 
ment runs, the Service is free to adjust 
salvage value to the sales price of the 
asset sold, thus eliminating the 1231 
gain. Depreciation in the year of sale is 


disallowed to the extent necessary to 


Confusion foreseen in 
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accomplish this adjustment. To date, 
the Service seems to have conceded that 
the adjustment can be made only to the 
extent of depreciation claimed in the 
year of sale. No attempt, as yet, has ap- 
parently been made to disallow depre- 
ciation deductions claimed in prior 
years, but extension of such disallow- 
ances to open years seems inevitable. 
Despite the fact that this interpretation 
appears contrary to the purposes of the 
1954 legislation, the Government has 
been successful in convincing a District 
Court, (Cohn DC Tenn. 1957) and the 
Sixth Circuit Court of Appeals, (Cohn, 
259 F.2d 371, 1958) that its position is 
sound. [See comment on the Cohn case 
at 10 JTAX 162, March 1959.—Ed.]. The 
implications of this decision are serious 
and far-reaching and may mean that 
Section 1231 has already been repealed 
through this new interpretation of the 
depreciation provisions of the law. ¥* 


courts’ disregard 


of consolidated return regulations 


In several recent cases, courts have given 


by E. RANDOLPH DALE 


answers to consolidated return questions 


which are or at least appear to be directly contrary to the provisions of the con- 


solidated return Regulations, and, what is more disturbing, without discussing the 


provisions of the Regulations. Mr. Dale analyzes these cases and views with consider- 


able alarm the possibility that this foreshadows the development of utter confusion 


in two conflicting sources of the law, the Regulations and the decisional law. 


J aes DECISIONS AND RULING discussed in 
this article do not involve issues of 
great importance to taxpayers generally 
nor do they greatly affect the Govern- 
ment’s revenue. As do most decisions, 
they represent efforts by the courts—and, 
in the case of the ruling, by the Treas- 
ury Department—to reach a proper result. 
Tax practitioners can conscientiously 
differ over what is a proper result; how- 
ever, the area of conscientious difference 
of opinion is considerably restricted in 
the field of consolidated returns. Owing 
to the statutory requirement of consent 
to the Regulations, the debate here is 
severely limited. Section 1501 of the In- 
ternal Revenue Code requires that all 
corporations which join in the filing of 
a consolidated return consent to the 
Regulations. Such consent has the prac- 
tical effect of creating a contractual re- 
lationship between the taxpayer and the 
Government. As under any contract, 


each party has certain duties and can 
expect certain benefits and hardships. 
But some recent decisions have failed 
either to apply, or to acknowledge the 
existence of, the terms of this contract 
in situations which it clearly covers. 
The consolidated returns Regulations 
do not purport to be a seamless web; 
there is admittedly room for debate con- 
cerning their interpretation. Congress 
has clearly indicated, however, that the 
springboard for any discussions shall be 
the Regulations. If these general obser- 
vations can be accepted as true, then the 
recent decisions, as a group, represent a 
serious trend. They offer the prospect 
that in the consolidated returns area of 
our income tax laws we shall have to 
recognize a further layer of complica- 
tion on our tax structure. In this area, 
if the trend continues, we will have the 
Internal Revenue Code, the Regulations 
and, finally, decisions, the status of 
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which will be puzzling to both taxpayer 
and Government alike—but which may 
be relied on by either when an appar- 
ently fortuitous result reached with re- 
spect to a particular issue seems to favor 
the argument of the moment. 

An outstanding example is the recent 
decision in Houston Oil Field Material 
Co., Inc., 252 F.2d 357, (CA-5, 1958). It 
concerned an affiliated group which filed 
consolidated returns for 1948 and 1949. 
On April 9, 1949, the parent corpora- 
tion had caused a new subsidiary to be 
organized. The new subsidiary incurred 
a loss for the rest of the year 1949 and 
the loss was included in the consolidated 
net operating loss claimed as a consoli- 
dated net operating loss carry-back to 
1948. The court stated: “HOMCO, [the 
new subsidiary] was not in existence in 
1948 and so could not have been a tax- 
payer in that year. The portion of the 
consolidated loss attributable to HOM- 
CO could not properly be a carry-back 
and offset against the consolidated in- 
come of the affiliated group for 1948.” 

The court did not mention the applic- 
able consolidated returns Regulations 
and there seems to be no room for doubt 
that under the literal language of the 
Regulations! the amount of the loss of 
HOMCO in 1949 is includible in the 
computation of the consolidated net 
operating loss carry-back of the group to 
1948. 

Thus, there seems to be no possible 
way to reconcile the holding of the case 
with the language of the Regulations. 

The matter is further complicated by 
the fact that the position of the court 
was the position urged by the Govern- 
ment. That a taxpayer might seek to dis- 
tinguish or, even more courageously, 
challenge Regulations is understandable, 
but it is exceedingly difficult for the 
Treasury Department to justify taking 
a position contrary to its own Regula- 
tions. 

This case was decided on February 
26, 1958. There has been adequate time 
for the Treasury to make some effort to 
account for its position, or otherwise to 
remove the confusion. It has failed to do 
so. Accordingly, upon the audit of re- 
turns, revenue agents and other field 
personnel are clearly authorized to take 
a stand based on either the decision or 
the Regulations. 


Donovan case 


The second case which seems to disre- 
gard the Regulations is the recent de- 
cision in F. C. Donovan, Inc., 261 F.2d 
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[Mr. Dale is a member of the firm of 
Chapman, Walsh & O’Connell of Wash- 
ington, D. C., and New York City. He 
was formerly Chief of the Reorganiza- 
tion and Dividend Branch of the Tax 
Rulings Division of the Internal Rev- 
enue Service. This article was first print- 
ed in the “Tax Executive.” 





470. In that case parent and subsidiary 
filed a consolidated return for 1945. 
They filed separate returns for 1946, 
and on December 31, 1946, in a taxfree 
liquidation, all of the assets of the sub- 
sidiary were transferred to the parent. 
In 1947, the parent corporation had a 
net operating loss on its separate return 
which it attempted to carry back to 1945 
and apply against the income of the sub- 
sidiary. In an excellent discussion of the 
problems involved in the transfer of a 
net operating loss from one corporation 
to another (that now dealt with by Sec- 
tion 381 of the 1954 Code), the court 
concluded that the fact that the legal 
entity which suffered the 1947 loss was 
not the same legal entity whose income 
was sought to be offset was not control- 
ling and allowed the loss carry-back. 

It may well be that the court reached 
a proper and equitable result and, per- 
haps, that its decision was in accord with 
the applicable consolidated returns Reg- 
ulations. The mystery, however, is that 
while the Regulations are cited in the 
opinion of the court with respect to a 
hypothetical situation, their application 
to the facts of the case is not discussed. 

Without enumerating all the various 
sections of the Regulations applicable, 
it is sufficient to say that the amount of 
the carry-back from a separate return 
year to a consolidated return year is lim- 
ited to the amount of the income of 
such corporation in the consolidated re- 
turn year. (Regulations 104, Section 
23.31(d)(3); in the current Regulations, 
Section 1.1502-31(b)(3)). 

In the case of a statutory merger, or a 
liquidation, of a subsidiary into its par- 
ent, it might be urged that the limita- 
tion upon net income is inapplicable. 
This is more difficult to say, even though 
perhaps still arguable, where, as here, it 
seems fairly clear that the entities of 
both corporations did not continue in 
the parent corporation after December 
31, 1946. However, it would seem that 
the applicable consolidated returns 
Regulations setting up the limitation 
would have to be at least mentioned be- 
fore the limitation question could be 
discussed. It would seem most difficult 


to urge that a carry-back to a year for 
which a consolidated return is filed can 
be computed, determined or otherwise 
considered except in the light of the 
consolidated returns Regulations ap. 
plicable to such year. The court might 
hold such Regulations invalid or con- 
strue them to reach the result it reached 
in the Donovan case, but it is very diffi- 
cult to understand how the decision can 
have been made without exploring their 
effect on the transaction. 


Ruling ignores Regulations 


The tendency to disregard the Regu- 
lations is also found in the Treasury 
Department’s rulings. In Rev. Rul. 51- 
201, 1957-1 CB 295, it is held that (syl- 
labus): “The gain accruing to a parent 
corporation from cancellation of its in- 


-debtedness to a subsidiary is recognized 


in computing consolidated taxable in- 
come. To the extent that the advances 
from the subsidiary, which are cancelled, 
exceed the basis of the subsidiary’s stock 
in the hands of the parent, such excess, 
under the provisions of Section 301(c) 
of the Internal Revenue Code of 1954, 
is taxable in the same manner as a gain 
from. the sale or exchange of property.”2 

The text of the ruling explained the 
rationale: “The general design of the 
consolidated return Regulations permits 
transfers of property between members 
of an affiliated group which files a con- 
solidated return to be made without 
present tax consequences if no ultimate 
tax advantage is gained thereby. Thus, 
Section 1.1502-31(b)(2)(iii)(a) of the In- 
come Tax Regulations provides, in ef- 
fect, that capital gains on sales or ex- 
changes between members of an aff- 
liated group shall be eliminated in deter- 
mining consolidated taxable income. 
The possibility that this rule could lead 
to tax avoidance is obviated by Section 
1.502-38(b) of the Income Tax Regula- 
tions which provides that the basis of 
property in the hands of one member of 
an affiliated group shall remain the same 
when it is transferred to another mem- 
ber of the group. Thus, the gain remains 
potentially taxable after the transfer of 
property and is recognized if the prop- 
erty is then sold outside of the affiliated 
group. 

“However, this safeguard would not 
be present if the gain which results from 
1 Substantially unchanged since Regulations 104 
and now to be found in Section 1.1502-31(a) (2) 
through (5). 

2 Under Section 301(c) of the 1954 Code, the ex- 
cess of a distribution by a corporation, not out 
of its earnings and profits, over the basis of its 


stock is treated as gain from the sale or ex- 
change of property. 
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the distribution in the instant case were 
eliminated in computing consolidated 
taxable income. Since no property other 
than cash is transferred, there is, of 
course, no carryover of basis; and, al- 
though the distribution reduces the 
basis of the subsidiary’s stock in the 
hands of the parent to zero, there is no 
aGjust:nent to reflect the amount of dis- 
tribut.on in excess of the basis of such 
stock. If the parent sold the stock at a 
later Clate, any gain then recognized for 
income tax purposes would be less than 
the actual gain on its investment in the 
subsidiary. 

“Thus, if gain were not recognized 
upon the distribution, the excess of the 
distribution over [the parent’s] basis of 
the stock would completely escape taxa- 
tion, contrary to the express purpose of 
Congress and the design of the Regula- 
tions. Compare Section 1.1502-37(a)(1)(ii) 
of the Regulations which provides for 
the inclusion of gain on the receipt of 
certain cash distributions from a mem- 
ber of an affiliated group in cancellation 
or redemption of its stock. The distribu- 
tion described in that section, although 
different in form, is identical in sub- 
stance to the distribution in the instant 
case, and the underlying principle of 
that section applies to the instant case.” 

The revenue ruling thus refers to (but 
does not follow) Section 1.502-31(b)(2) 
(iii)(a) of the consolidated return Regu- 
lations which says in effect that capital 
gains and losses shall be computed “with- 
out regard to . . . Gains or losses arising 
in inter-company transactions... .” This 
language, it seems clear to me, means 
that if the gain realized is a capital gain 
and arises in an intercompany trans- 
action, it is eliminated. On this point 
Section 1.1502-31(b)(1) is relevant. It 
provides that the taxable income in- 
cluded in the consolidated return shall 
be the combined taxable income of each 
of the affiliated corporations except 
(inter alia)—’(i) There shall be elim- 
inated unrealized profits and losses in 
transactions between members of the 
affliated group and dividend distribu- 
tions from one member of the group to 
another member of the group (referred 
to in the regulations under Section 1502 
as intercompany transactions)..... 
(Italics supplied.] 

The question presented, then, is 
whether the gain in such a Section 301(c) 
situation is an “unrealized profit” or a 
“dividend distribution.” Under Sections 
301 and 316 of the 1954 Code a distribu- 
tion is a dividend only to the extent of 


the earnings and profits. It would seem 
to follow that the distribution is not a 
“dividend distribution.” Is it an unreal- 
ized profit? Perhaps. In resolving this 
last question, the intent of the Regula- 
tions, the tax avoidance problem and, 
possibly, other significant matters might 
well be discussed. 

In the revenue ruling, however, the 
question of whether or not the gain is 
gain arising in an intercompany trans- 
action is not mentioned at all, or to 
state it otherwise, the question of 
whether the transaction is an _inter- 
company transaction within the mean- 
ing of the regulations under Section 
1502 is not discussed. 

It is difficult to see how the decision 
can be made without considering and 
answering this question. 


American Water Works 


The next case reflects a different man- 
ner of disregarding the rules in the con- 
solidated returns regulations. In Ameri- 
can Water Works Company, Inc., 243 
F.2d 550, (CA-2, 1957), the court made 
extensive references to most of the pro- 
visions of the Regulations pertaining to 
the issues before it. In the application 
of these provisions, however, the court 
adds mystery and complicates the task 
before it by failing to follow the literal 
language of the Regulations. 

The first issue dealt with in the Ameri- 
can Water Works case is whether or not 
distributions by a subsidiary corpora- 
tion, not out of its earnings and profits, 
reduce the basis of its stock in the hands 
of other members of the affiliated group 
where such distributions are made dur- 
ing a consolidated return year. The 
court held that such distributions do 
reduce stock basis. While this result ap- 
pears clearly correct, the analysis of the 
consolidated returns Regulations de- 
veloped by the court is significant as it 
demonstrates how readily confusion can 
be introduced into this area by failing 
to recognize that these Regulations, by 
their terms, are simply an application of 
the Internal Revenue Code, with ad- 
justments, to a special situation. In 
discussing this question of the adjust- 
ment to the basis of the stock for pur- 
poses of determining whether the dis- 
tributions during the consolidated re- 
turn period effect reduction, the court 
said, at page 553: “These Regulations 
do not contain a provision specificially 
directed at the first question raised by 
this litigation. Therefore the Tax Court 
relied primarily on the following gen- 





265 


Tax aspects of accounting * 


eral language of Section 23.34(c) of 
Regulations 104 to support its conclu- 
sion that the basis of stock in an affili- 
ated corporation was to be reduced by 
the amount of capital distributions 
made by that corporation during a 
period for which a consolidated return 
was filed: 

“If the sale [of stock] is made within a 
period during which the selling corpo- 
ration is a member of the affiliated 
group .. . (1) The aggregate bases of 
all shares of stock of the issuing corpo- 
ration .. . shall be adjusted “in accord- 
ance with the Code .” [Emphasis 
added]. 

It is true that the consolidated returns 
Regulations do not themselves contain 
a provision spelling out in detail how 
the basis of an affiliate’s stock is to be 
adjusted under the particular circum- 
stances of this case. But it is also true 
that the consolidated returns Regula- 
tions do not repeat the entire Internal 
Revenue Code. The 1939 Code is made 
applicable to consolidated returns by 
Sections 23.2(g) and 23.3 of Regulations 
104. 

Section 23.34(a) of Regulations 104 
“prescribes thé basis for determining the 
gain or loss upon any sale or other dis- 
position . . . by a corporation which is 

. a member of an affiliated group 
which makes . . . a consolidated return 

. of any share of stock issued by an- 
other member of such group . . . and 
held by the selling corporation during 
any part of a period for which a con- 
solidated return is made or required 
under these regulations.” In Subsection 
(c) of this section a rule is supplied for 
determining the basis for any sale of 
stock which breaks the affiliation, and, 
then, in Subsection (c)(1), as the court 
notes, the basis of the stock of the issu- 
ing company is directed to be adjusted 
as provided by the Code. And, as the 
court further notes, Sections 113(b)(1) 
(D) and 115(d) of the 1939 Code require 
a reduction in basis for distributions 
which are not made out of accumulated 
earnings and profits. 

The taxpayer also argued that Sec- 
tion 23.31(d)(2)(iii) of Regulations 104 
should govern the treatment of capital 
distributions during consolidated return 
years. In other words, the taxpayer 
argued that this section, which elimi- 
nates from group capital gains and 
losses, gains and losses arising in inter- 
company transactions, applied here. Ac- 
cordingly, under the taxpayer’s view, 
the basis rules of Section 23.38 apply. 
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These rules provide that the basis “shall 
not be affected by reason of a transfer 
during a consolidated reurn period . . . 
from a member of the afhliated group 
to another member of such group.” 

The court rejects this argument but 
in its opinion devotes somewhat more 
space to doing so than would seem to be 
required—possibly out of courtesy to the 
taxpayer. The court first gives the short 
and complete answer to the argument 
by pointing out that the rules on which 
the taxpayer relies only concern the 
treatment of intercompany transactions 
in computing the net income of an 
affiliated group of corporations during 
the period for which a consolidated re- 
turn is filed. The rules obviously do not 
apply to the transaction there in ques- 
tion since the gain or loss involved arose 
by reason of a sale of the stock of one 
corporation to a purchaser outside the 
affiliated group. Under Section 23.31(d) 
(1)(i), the transaction was not an inter- 
company transaction. 

It would seem that this would have 
been a sufficient answer. However, the 
court went on to say, at page 555: “In- 
deed, as the Commissioner points out, it 
is because no gain is recognized for tax 
purposes on the intercompany capital 
distributions, where the issuing and 
stockholder corporation elect to file con- 
solidated returns, that Section 23.34(c) 
of Regulations 104 prescribes an equiv- 
alent adjustment downward in the basis 
of the stock ‘in accordance with the 
Code’ i.e., in accordance with Sections 
113(b)(1)(D) and 115(d).” 

Is it possible that the court is indicat- 
ing here that even if such distributions 
exceed the basis of the stock, and gain 
would ordinarily be recognized under 
Section 115(d) of the 1939 Code (and 
Section 301(c) of the 1954 Code), such 
gain will not be recognized if consoli- 
dated returns were filed? The statement 
of such a rule seems to be intended by 
this language since no gain is recog- 
nized and stock basis is reduced by 
corporate distributions not out of earn- 
ings and profits whether or not the dis- 
tributing corporation and the stockhold- 
ing corporation are included in the same 
consolidated return. If so, both the 
court and the Commissioner of Internal 
Revenue seem to be disagreeing with 
Rev. Rul. 57-201, discussed above. And 
the very existence of the reduction-of- 
basis issue in this case shows that the 
Government never previously tried to 
tax a distribution from a subsidiary to 
its parent made during a consolidated 
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return year. 

Finally, the taxpayer argued that Sec- 
tion 23.38 of Regulations 104, relating 
to basis of property also precluded an 
adjustment for corporate distributions 
made to an affliate during a consolidated 
return period. The section provides in 
part: 

“(a) General Rule. Subject to the pro- 
visions of paragraph (b) and (c) and 
except as otherwise provided in Sec- 
tions 23.34 and 23.39, the basis during 
a consolidated return period for deter- 
mining the gain or loss from the sale or 
other disposition of property . . . shall 
be determined and adjusted in the same 
manner as if the corporations were not 
affiliated (see Sections 111 to 115, inclu- 
sive). ... 

“(b) Intercompany Transactions. The 
basis prescribed in paragraph (a) shall 
not be affected by reason of a transfer 
during a consolidated return period .. . 
from a member of the affiliated group to 
another member of such group.” 

Unlike the court’s answer to the tax- 
payer's second argument, which was 
more lengthy than seems warranted, the 
response here is too cryptic to show the 
court’s understanding of the applica- 
tion of the provisions involved. The 
court said, at page 555: “But, as we in- 
dicated earlier an adjustment for capital 
distributions upon a subsequent sale 
of stock in an affiliated company is pro- 
vided for in Section 23.34, and is there- 
fore expressly excepted from the cover- 
age of Section 23.38(b).” 

Put another way, Section 23.38 seems 
to prescribe the basis of property ex- 
cept to the extent that Section 23.34 
controls the basis of stock of a member 
of the affiliated group which is held 
within the group. The rule of Subsec- 
tion (b) of Section 23.38, referring to an 
intercompany transfer of property dur- 
ing a consolidated return period, re- 
quires that the basis of the transferred 
property in the hands of the transferee 
is not to be affected by such a transfer, 
i.e., the basis carries over to the trans- 
feror. It would seem that it is the 
language of this subsection that needs 
to be discussed. If the subsection is to 
be construed as providing a rule which 
prevents any downward adjustment of 
stock basis for the distributions here in- 
volved, the section must be read pe- 
culiarly. It must be read as saying not 
only that the basis of the assets trans- 
ferred in an intercompany transfer is 
not to be changed by the transfer but 
also as saying that such transfer shall 


not change the basis of any other prop- 
erty (i.e., the stock of the affiliate) which 
is not transferred. 

The resolution of the second issue jn 
the American Water Works case also 
challenges the understanding. As js 
noted above, the basis of the stock of a 
subsidiary had been reduced to zero 
by distributions not oue of earnings and 
profits. In addition, the Government 
urged that under Section 23.34 a further 
downward adjustment in the amount of 
approximately $36,000 should be made 
for losses of such subsidiary availed of to 
offset income of the affiliated group in 
consolidated returns. Since the basis of 
the stock held at the time the losses were 
incurred was already reduced to zero by 
the distributions, the Commissioner used 
the $36,000 to reduce the basis of certain 


‘ shares of stock which were bought there- 


after. The issue presented was whether 
the adjustment could be used to reduce 
the basis of such later-acquired stock. 
The Tax Court had held that the ad- 
justment could be made to the later- 
acquired stock. The circuit court dis 
agreed. It said: “The Tax Court ma- 
jority, in stressing the phrase ‘at the 
time of the sale’ ignored other language 
in Section 23.34(c)(4) such as the words 
‘ordinarily,’ ‘equitably, and  ‘accord- 
ing to the circumstances of the case,’ 
which leads us to believe that a flexible 
application of these Regulations was in- 
tended.” 

It then cited the purposes of Section 
23.34(c)(2)-(4) and stated that the limits 
of the tax effect of those losses on the 
basis of the stock of the subsidiary which 
the parent then owned were fixed as of 
the time the losses were availed of. 

As is noted above, Section 23.34(a) 
recites that its purpose is to prescribe 
the basis for determining gain or loss on 
stock of a member of the group held by 
the group during a consolidated return 
period. It then states that Subsection 
(c) prescribes the basis for sales such 
as those involved in the instant case. 
Subsection (c) says that in such case “the 
basis shall be determined as follows: (1) 
The aggregate basis of all shares of the 
stock of the issuing corporation held by 
each member of the affiliated group... 
immediately prior to the sale shall be 
determined separately for each member 
of the group. . . .” Subsection (c)(2) then 
says that losses availed of on a consoli- 
dated return shall be deducted from the 
combined aggregate basis thus deter- 
mined. 

It is difficult to see how the above- 
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quoted subsection and subdivision can 
be applied without including all stock 
held “immediately prior to the sale.” 
There is no language in subdivision (1) 
of subsection (c) which could lead one 
to believe that a flexible application of 
such subsection or subdivision was in- 
tended. It seems clear that the losses 
availed of are to be deducted from the 
combined aggregate basis of all of the 
shares of the stock held by the group 
immediately prior to the sale. 

Finally, the court says that the rele- 
vant language of Regulations 104 “ap- 
pears in Section 23.34(c)(2).” It is diffi- 
cult to see why the relevant language is 
not that found in Section 23.34(c)(1) 
quoted previously and in fact it is 
difficult to see why such language is not 


as 





Capital gain on sale of future con- 
demnation award to lessee. Taxpayer 
owned land and a building leased to a 
chain store which intended to demolish 
the existing building and erect a new 
one. The lessee had the right to do 
this if the new structure met taxpayer’s 
specifications. Thereafter, the city de- 
cided to condemn part of the land for 
street widening. Taxpayer realized that 
he would receive a larger condemnation 
award if the old building remained and 
he prevented the lessee from razing the 
building. The lessee was eager to erect 
smaller building right away, 
therefore bought taxpayer's rights to 
the condemnation award for $80,000. 
Taxpayer immediately agreed to a new 
lease authorizing the construction of a 
small building and slightly higher 
rentals. The Commissioner ruled that 
the $80,000 was paid for the modifica- 
tion of a lease and was therefore ordin- 
ary income. The Tax Court finds that 
the conditional right to the condemna- 
tion award was property and its sale 
was the sale of a capital asset. Briefly 
noting the difficulty in establishing a 
basis for the right, the court says mere- 
ly that it will treat the payment as re- 
turn of capital and requires a reduc- 
tion of the basis of the land and build- 
ing by $80,000. Trunk, 32 TC No. 104. 


a new 


Royalties received in exchange for stock 
were ordinary income. Taxpayer sur- 
rendered all of his shares in a corpo- 
ration (26% of the total outstanding) in 
return for an assignment of 26% of 
certaian royalty rights owned by the 
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only relevant but also conclusive. 

The income tax treatment of an 
affliated group of corporations joining 
in the filing of a consolidated return is 
an important segment of our Internal 
Revenue system. It is admittedly com- 
plex, but taxpayers have become condi- 
tioned to this complexity as their famil- 
iarity with the consolidated returns regu- 
lations grows. Predictability of result 
does not always work to the detriment 
of the Government. To remove this pre- 
dictability would be a disservice that 
must be guarded against. It is submitted 
that the Treasury Department can make 
a first and important step in giving pro- 
tection against uncertainty by announc- 
ing that it does not intend to follow the 
Houston Oil Fields case. * 


corporation. Taxpayer sought capital 
gain treatment for royalties received by 
him in later years on the theory that 
the transaction was an exchange of a 
capital asset (stock) for an asset which 
did not have an ascertainable market 
value. Therefore, argued taxpayer, 
under Burnet (283 U.S. 404) and Carter 
(170 F.2d 911) the transaction remained 
open and the later royalty payments 
were proceeds of the sale of a capital 
asset. Although the Tax Court finds 
that there was an exchange of capital 
it refuses to concede that the 
royalty rights had no _ ascertainable 
value. Consequently, the transaction was 
a closed one then. Since taxpayer did 
not show that he had basis remaining, 
the royalties received by taxpayer were 
ordinary income. Judge Patten, al- 
though reaching the same result, would 
refuse to recognize an exchange of 
capital assets. The assignment of royal- 
ty rights to taxpayer at the same time 
similar assignments were made by the 
corporation to other stockholders in 
proportion to the stock interests, was 
an assignment of most of the corpora- 
tion’s anticipated income. The dissent 
noted that taxpayer did not actually 
surrender his stock until some time after 
the royalty assignment and that the 
corporation was not dissolved. Cham- 
berlin, 32 TC No. 102. 


assets, 


Capital gain on sale of leasehold to 
third party [Acquiescence]. Taxpayer 
held a lease on a tract of some four 
blocks in downtown Seattle owned by 
the University of Washington. Many 
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commercial buildings had been erected 
on the tract and space in them had 
been sublet to hundreds of tenants. As 
taxpayer’s lease approached its end, the 
University decided not to renew it and 
agreed to lease the tract to a wholly un- 
related third party. For convenience in 
dealing with the change and in prepara- 
tion for extensive modernization, tax- 
payer sold its rights under the lease 
with the University, its subleasing con- 
tracts with its tenants and all furniture 
and equipment used in operating the 
tract to an intermediary which imme- 
diately transferred them to the new 
leaseholder. The price taxpayer received 
from the intermediary was based on tax- 
payer’s estimate of its income for the 
remaining 10 months of its lease with 
the University. The court held the pay- 
ment for the leasehold rights is capital 
gain. It found clearly distinguishable 
the recent Lake case, in which the 
Supreme Court denied capital gain 
treatment of the proceeds of sale of an 
oil interest. Taxpayer here disposed of 
its entire interest in the income-produc- 
ing property; it was not merely selling 
a right to future income. Metropolitan 
Building Co.,«31 TC No. 95, acq., IRB 
34. 


Payments for surrender of right to 
privacy not capital gain. Taxpayer was 
approached by a movie producer who 
planned to film the life of his father, 
Damon Runyon. In consideration of 
his agreeing to permit the portrayal of 
his father and himself in the movie, 
taxpayer received $25,000 and was to 
receive a percentage of the profits. He 
also was to act as technical consultant. 
(In fact, the movie was never made.) 
The court holds that the right of 
privacy is not a capital asset, at least 
under New York law which is applicable 
to the contract. The payment is ordin- 
ary income. Runyon, DC Fila., 6/24/59. 


ACCOUNTING METHODS 


*Change in method of accounting re- 
quires prior consent. An accrual basis 
taxpayer who has consistently deducted 
a material item in the year paid rather 
than in the year accrued must obtain 
prior consent from the Commissioner 
to change his method of accounting even 
where the method from which he de- 
sires to change is improper. Rev. Ruls. 
57-13 and 58-24, concerned primarily 
with mitigation of the statute of limita- 
tions are not to be interpreted as per- 
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mitting taxpayers to change from the 
cash method to the accrual method for 
a material item without consent. The 
IRS cites Advertisers Exchange (240 
F.2d 958) and notes that it is not fol- 
lowing the inconsistent decision in 
Beacon Publishing (218 F.2d 697) in 
which there was a dissenting opinion. 
Rev. Rul. 59-285. 


Cost of lots includes cost of sewage 
plant, though erected by a separate cor- 
poration [Acquiescence]. Taxpayers 
were in the business of selling real 
estate. They had a wholly owned corpo- 
ration construct a sewage disposal plant 
on one of their developments to make 
possible the sale of the subdivided lots. 
The court found the wholly-owned cor- 
poration retained only an unprofitable 
right and duty to operate the system for 
the benefit of the lot owners and held 
the taxpayers could include the cost of 
the sewage system in the cost basis of 
the lots sold. Four judges dissented, 
pointing out that taxpayers, not the 
purchasers of the lots, own the plant 
and that, if taxpayers wished to claim 
its cost as a cost of the lots, they should 
not have retained it. Est. of Collins, 31 
TC 238, acq., IRB 1959-36. 


Can accrue interest though payment 
may be reduced by Cuban moratorium 
laws [Acquiescence]. Taxpayer, a Maine 
corporation carrying on all of its busi- 
ness in Cuba, had outstanding $3,000,- 
000 of bonded indebtedness paying 6% 
interest. In 1934 Cuba passed a mora- 
torium on all debts and decreed that 
only 1% interest could be demanded. 
Taxpayer, nevertheless, offered its bond- 
holders interest at the rate of 6% for 
the six-month period ending 12/31/48, 
and at 4% for the rest of the taxable 
years here at issue. In making these 
payments, taxpayer reserved what rights 
it may have had under Cuban law to 
apply any payments of interest in excess 
of 1% against future obligations. The 
Government argued that, because of 
this reservation, deduction for amounts 
over 1% was not all allowable until its 
final waiver some years later. The court 
held that, taxpayer actually 
paid the interest, the case law on ac- 
crual of disputed items is inapplicable. 
It could accrue the interest paid in ex- 
cess of 1% at the time of the bond- 
holders’ acceptance of the offer of pay- 
ment under taxpayer’s terms. Guantan- 
amo & Western R.R. Co., 31 TC No. 
83 acq., IRB 1959-36. 
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Real estate sale completed by delivery 
of deed. In 1954 taxpayers entered into 
a contract to sell certain acreage. The 
contract provided for a down payment 
and installment payments over four 
years. Deeds to part of the acreage were 
to be delivered after payment of each 
annual installment payment. The court 
holds the sale was not completed in 
1954, there being no delivery of deeds 
in that year. The gain was taxable in 
later years as the deeds were delivered. 
Scruggs, DC Okla., 8/12/59. 


DEDUCTIBILITY 

Bond, lease, and escrow costs are amortiz- 
able over definite periods [Acquies- 
cence]. Expenses incurred by a railroad 
in the authenticating, printing, and list- 
ing of bonds, in the execution of a 
lease, and in the printing, issuing and 
registering of escrow certificates, are 
considered as amortizable over a defi- 
nite period (the life of the bond or lease 
or escrow agreement) rather than or- 
ganization expenses beneficial over the 
indefinite life of the corporation. Den- 
ver & Rio Grande Western R.R. Co., 
32 TC No. 5 acq., IRB 1959-34. 


Secondhand marine engines deductible. 
The cost of secondhand marine engine 
replacements for a converted cargo 
vessel are held deductible as ordinary 
expenses upon a finding that the ex- 
penditures were for the purpose of 
keeping the vessel in an ordinarily 
efficient operating condition during the 
balance of its limited life, and did not 
have the effect of improving, increasing 
the value, or prolonging the life of the 
vessel. Shore, TCM 1959-166. 


Interest paid to former stockholders de- 
ductible. Taxpayer-corporation- had 
about $13,000 in accounts receivable 
when its stock was sold to outsiders. 
The new shareholders committed tax- 
payer to pay over the receivables, when 
collected, to the old shareholders. Tax- 
payer issued its interest bearing note 
for $13,000 and later claimed an in- 
terest deduction. The Tax Court finds 
that the note was a valid obligation of 
taxpayer and therefore the interest is 
deductible. Stofflet, 32 TC No. 95. 


Treatment of redemption below face of 
reissued Series G bonds. Series G bonds 
are issued at par or face value, the 
amount payable at maturity. If they 
are redeemed prior to maturity only 


a lesser amount is paid. The IRS had 
previously ruled (IT 3504) that such 
a reduction is in effect a refund of pre- 
viously collected interest and is de. 
ductible. Now the IRS is asked to rule 
on redemption by a bank which had 
acquired the bonds from another bank 
in taking over all its assets. The ac 
quiring bank paid face amount for 
them (that was more than their then 
redemption value). IT 3504 being con- 
cerned with only one holder is, the 
IRS says, inapplicable. The IRS an- 
alyses the transaction here as being in 
effect a purchase at face subject to a 
contingent liability that the purchaser 
would have to pay some or all of the 
excess of cost over redemption value 
to the government should it redeem 
the bonds. Upon redemption, the 


‘amount of the differential equal to the 


differential at time of acquisition is a 
reduction of the proceeds of redemp- 
tion (capital loss). Any excess is a re- 
fund of interest collected by the pur- 
chaser and is an ordinary deduction. 
Rev. Rul. 59-271. 


WHAT IS INCOME 


Payments designated by debtor as in- 
terest are income. In 1929 decedent 
acquired a $250,000 corporate bond be- 
fore there was any default ‘in either 
principal or interest. At her death the 
bond, which was in default as to both 
principal and interest, was divided into 
5 parts, one of which was distributed 
to each of 5 beneficiaries of the estate. 
The debtor corporation paid each bene- 
ficiary $13,500, treated the distribution 
as an interest payment, and also notified 
each beneficiary that the amount con- 
stituted interest. The court holds the 
beneficiaries could not treat the pay- 
ment as a return of capital, but had 
to report the sum as interest income. 
Payson, TCM 1959-158. 


Insurance proceeds for use and o- 
cupancy taxable; direct damage pay- 
ment subject to non-recognition provi- 
sions. A manufacturer of paper prod- 
ucts, which carried direct damage and 
use and occupancy insurance, received 
$125,000 from the carrier in compromise 
of claims for damages to some equip- 
ment. The Commissioner's allocation 
of $100,000 to use and occupancy (tax- 
able as ordinary income), and $25,000 
to direct damage was deemed reasonable 
by the Tax Court, and this court affirms. 
Since taxpayer made a timely election 
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under the involuntary conversion pro- 
visions of the law not to recognize any 
gain by replacement of the damaged 
property, the $25,000 for direct damage 
is not includible in its income. Marcal 
Pulp & Paper, Inc., CA-3, 8/11/59. 


Officers’ cash withdrawals from corpo- 
ration includible in their income. A 
corporation kept separate “running” ac- 
counts for its two officer-stockholders. 
All monies drawn by each were debited, 
and all salaries and withholding taxes 
were credited to these accounts. The 
balances due in the accounts were de- 
scribed in the corporate tax returns as 
“due from officers.” No notes or other 
similar evidences of any indebtedness 
or loans were ever executed. The Com- 
missioner’s determination that the ex- 
cess withdrawals over credits in each 
account was taxable to the officer- 
stockholders as income is presumed by 
the court to be correct in the absence 
of any testimony to the contrary by 
the individuals. Ackerman, TCM 1959- 
164. 


BAD DEBTS 


Loan to painter not part of real estate 
operator’s business. Taxpayer, a real 
estate operator, lent money to a paint- 
ing contractor on the alleged promise 
that the contractor would perform 
painting services for him at a special 
price. When the loan became worthless, 
taxpayer sought to deduct the loss as a 
business bad debt. The court denies the 
deduction. It holds that taxpayer failed 
to prove the debt was proximately re- 
lated to his business. A hope or desire, 
standing alone, that the borrower will 
be of some future service to the lender’s 
business does not meet the proximity 
test. Shaw, TCM 1959-167. 


Business bad debt allowed; corporate 
business was related to guarantor’s [Ac- 
quiescence]. Taxpayer, a sole proprietor 
in the business of manufacturing furni- 
ture springs, organized, together with 
his brothers, a corporation primarily to 
provide a source for upholstering fabrics 
to taxpayer’s customers. Taxpayer had 
guaranteed the debts of the corporation, 
and when sometime in 1947 a factoring 
concern took over the business of the 
corporation and notified taxpayer that 
his interests were practically wiped out, 
he made good his guaranty. He was 
permitted a full business bad debt. Tax- 
payer was also permitted to deduct un- 





paid advances as a business bad debt. 
The fact that he later transferred the 
debts to the factor for a nominal 
amount was considered as having no 
effect on the correctness of the original 
write-off. Levine, 31 TC No. 113, acq., 
IRB-34. 


Bankruptcy of debtor does not prove 
worthlessness. A debtor of taxpayer 
assigned an account receivable from a 
third party to taxpayer in partial satis- 
faction of its debt. This attempted 
preference precipitated taxpayer’s 
debtor’s bankruptcy. However, the 
validity of the assignment was not ad- 
judicated in the bankruptcy proceed- 
ings. Since the legality of the assign- 
ment and the collectibility of the debt 
were unknown, the mere fact of the 
bankruptcy of the primary debtor did 
not establish the worthlessness of the 
debt. Prescott, DC Tex., 7/28/59. 


OTHER DECISIONS 

Loss on appropriation of Yugoslavian 
property denied for 1955. Taxpayer was 
given a financial award of $53,200 by 
the U. S. Foreign Claims Settlement 
Commission in 1954 for assets located in 
and nationalized by the Government of 
Yugoslavia between 1946 and 1948. In 
1955 taxpayer received a net amount of 
$36,500 under the above decision and 
claimed a deduction of $16,700, the dif- 
ference, as a loss on involuntary con- 
version. The court denies the deduction 
pointing out that any loss by reason of 
the conversion of the property by Yugo- 
slavia must have occurred in some year 
prior to 1955. Spitzer, TCM 1959-171. 


State taxes not deductible before liabil- 
ity is established. As a result of a 
Federal audit of its 1951 and 1952 re- 
turns, taxpayer expected an increase 
in its Massachusetts corporation excise 
tax for those years. Taxpayer sought an 
increased deduction in 1951 and 1952 
for this expected state tax. The Tax 
Court disallows the deductions in those 
years. Liability for the tax became fixed 
for this accrual basis taxpayer in a later 
year, after completion of the Federal 
audit and notification to the state. 
Globe Tool & Die Mfg. Co., Inc., 32 
TC No. 105. 


Payments for anticipated damage to 
oyster beds part capital and part income. 
A partnership holding leases from the 
covering oyster 


State of Louisiana 
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bedding grounds received payments 
from oil companies authorized by the 
State to lay pipe lines across the water 
bottom. On the record, the court con- 
cludes that the payments were in part 
for anticipated damage to the oyster 
bedding grounds, and in part for an- 
ticipated damage to oysters. That part 
allocated by the court as damages to the 
grounds are held to constitute capital 
payments taxable as long term capital 
gain to the extent such allocated part 
exceeded the basis of the leases. The 
balance of the payments, which were for 
anticipated destruction of oysters, are 
held to be ordinary income. Collins, 
TCM 1959-174. 


Cemetery neither owner nor beneficiary 
of a state-required improvement fund. 
Taxpayer, a cemetery corporation or- 
ganized for profit, was required under 
state law to segregate a part of the sales 
price of cemetery lots for a permanent 
improvement fund to be invested and 
the income applied exclusively to the 
permanent improvement, upkeep and 
beautification of the cemetery. Funds 
invested by the cemetery for such im- 
provement fund were not included in 
the cemetery’s income, but it did report 
taxable income from the investments 
taking advantage of the 85% dividend 
received credit and statutory exclusion 
of interest on municipal bonds. The 
court holds the cemetery is neither the 
owner of the fund nor its beneficiary. 
Consequently it is not required to report 
the income from the improvement fund 
at all, and by the same token it is denied 
a deduction for the maintenance ex- 
penses paid from the fund income. 
Memphis Mem. Park, TCM 1959-147. 


Fee taxable to cash-basis engineer when 
recewed. A civil engineer on the cash 
basis failed to report as income in 
1952, the year of receipt, a portion of a 
construction fee which he estimated was 
to cover employee expenses incurred in 
1952 but payable in the following year. 
The court holds that since the entire 
fee was earned and received in 1952, it 
was fully taxable in that year. Harley 
Estate, TCM 1959-165. 


Adjustment to basis for depreciation 
determined. The court determines the 
proper depreciation adjustment to basis 
of property for the period 3/1/13 to 
8/1/16 in computing the gain or loss on 
sale of the land and buildings in 1949. 
Brown Co., TCM 1959-162. 
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Tax effect of buy-sell agreements 


now clearer; many types are practical 


by JOHN S. PENNISH 


Most buy-sell agreements have to be funded with life insurance, and recent cases, 


fortunately overruled, that threatened a high tax cost for premiums by treating 


them as dividends, made estate planning for owners of businesses particularly 


difficult. Now that stability seems to have been restored, Mr. Pennish here takes 


a new look at the advantages and disadvantages, both tax and practical, of various 


plans for transferring control and ownership of a business at the owner's death. 


B” AND-SELL AGREEMENTS for the dis- 
position of closely-held business in- 
terests at death are not always advisable, 
desirable, or practical. Because of fear 
of unforeseen circumstances, rapid busi- 
or disparity in ages of 
associates, an individual 
hesitate to commit himself to purchase. 
Because of a prospective dynamic future, 
anticipation of increasing equity, or 
better rate of return as compared with 
other forms of investment, an_indi- 
vidual may hesitate to commit himself to 
sell. Other alternatives, such as inter- 
vivos sale, continued ownership by the 
estate of the deceased, voting trust, 
different classes of stock, options to buy 


ness changes, 


business may 


and sell, or dissolution may be most 
appropriate. In most cases, however, 
these other alternatives are not desir- 


able and the parties come to the conclu- 
sion that a buy-and-sell agreement offers 
the most practical solution. 

In general, an agreement providing 
for sale, in whole or in part, of closely- 
held business interests should: 

1. Assure disposition of the business 
interest at full value and thus eliminate 
the necessity of choice between a forced 
sale at a sacrifice price, or an unwilling 
participation (on either side) in the 
business. 

2. Provide a ready suppiy of cash for 
the decedent’s estate. 

3. Simplify estate tax problems. 

4. Assure continuity and harmony of 
management. 


5. Stabilize the business during the 
lifetime of all parties by dispelling the 
fears of key employees that they might 
lose their jobs and of creditors that the 
business might terminate, fail or be 
forced to liquidate. 

6. Keep control and future equity 
growth in the remaining business as- 
sociates whose efforts will be largely re- 
sponsible for future profits. 

The objectives, of course, will vary 
with the circumstances, including capac- 
ity of family members or others success- 
fully to continue the business; per- 
centage of interest owned by decedent 
in the business; ability of the business 
entity, by insurance or otherwise, to 
purchase, in whole or in part, the de- 
cedent’s interest; and many tax and 
other legal considerations. 

Participants in a closely-held business 
may have other objectives, not as ac- 
ceptable as the foregoing to the Internal 
Revenue Service, such as providing for 
a withdrawal of profits with little or no 
tax liability; or controlling or depress- 
ing the value of the decedent’s interest 
for estate tax purposes. 


Sole proprietorship 


No matter what the form of business 
organization, there will be problems of 
continuity in management on the death 
of the owner. In the sole proprietorship 
they are particularly grave. In the ab- 
sence of a buy-and-sell agreement or 
specific authorization in the decedent's 


will, the sole proprietor’s legal repre. 
sentative must, in most states, dispose of 
the business in a short time. To avoid 
becoming personally liable for losses, the 
legal representative must ask the pro- 
bate court for authority to continue the 
business. 


Insurance for purchase by employees 


Where no family member is available 
to continue the business, usually the 
only prospective purchasers are the de- 
cedent’s employees. Although the em- 
ployees may be willing to enter into an 
agreement to purchase the business, the 
question arises as to how they are to 
raise the necessary funds. The most con- 
venient solution is for the employees to 
purchase insurance on the life of the 
owner in an amount equal to the price 
agreed upon for the owner’s interest. 

Upon the employer’s death, the pro- 
ceeds would be payable to the employees 
or to a trust. Of course the latter, be- 
cause of its mechanical safeguards, is 
preferable. The business interest would 
then be purchased with these funds and 
turned over to the employees. The 
estate would be the recipient of the 
full value of the business in the form of 
the life insurance proceeds, which could 
then be distributed under the terms of 
the will, or the proceeds could be paid 
under optional settlements in the poli- 
cies. 

Providing the employees with the 
financial ability to pay the premiums 
may create a problem. A_ possible 
answer would be to increase the em- 
ployees’ net after-tax compensation by 
an amount sufficient to enable them to 
pay such premiums. A more economical 
solution would be to generate the neces- 
sary insurance premiums through a 
qualified employees’ profit-sharing trust. 


Trust for employees 


In these days of ever-increasing profit- 
sharing and pension plans for em- 
ployees, sole proprietors frequently ar- 
range to have employees share in the 
profits of the business through a trust 
meeting the requirements of Section 401 
of the 1954 Internal Revenue Code. 
Such a trust may provide for the invest- 
ment of a reasonable part of its funds 
in life insurance on the owner of the 
business to pay for all or a partial in- 
terest in the business at the owner's 
death. 

Such a program is desirable for both 
employer and employee. The estate 


disposes of all or a specified share of 
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the business at a fair and reasonable 
price. The business is distributed to the 
employees in proportion to their in- 
ierests in the trust. If such a plan is 
designed to meet the requirements of 
the Internal Revenue Code relating to 
prorit-sharing and pension trusts, the 
deposits made by the employer would 
be deductible by the employer. The 
trust itself would not be taxable on its 
income. The employees would be sub- 
ject to income tax only on the sums 
actually distributed to them in the year 
of disbursement and not in the year 
the contribution was made to the trust. 

It is the unofficial position of the In- 
ternal Revenue Service that where the 
earnings of a business are apt to suffer 
as the result of the death of a key man, 
insurance on his life may be the most 
desirable investment that the trustees 
of a qualified trust may make. 

The trustees of sa qualified trust are 
not able to obligate themselves to pur- 
chase the business at the proprietor’s 
death, since such an obligation would 
result in a disqualification of the entire 
trust on the theory that it had not been 
created primarily for the benefit of em- 
ployees. However, the agreement creat- 
ing the trust could authorize the trustees 
to terminate the trust and distribute all 
funds to participants outright upon the 
death of the proprietor, and the par- 
ticipating employees could independ- 
ently agree to purchase the business at 
a specified or formula price, or such por- 
tion of the business as could be pur- 
chased at such price with the net after- 
tax proceeds of the amounts distributed 
from the trust. 

The amount distributed from the 
trust would be taxable to each em- 
ployee as a long-term capital gain, since 
the distribution would be on account of 
separation from the service of the em- 
ployer. These capital gains provisions 
apply even though the employees con- 
tinue to be employed by the same busi- 
ness as long as there is a substantial 
change in the ownership. 

If the interest purchased in this man- 
ner by the employees is less than the 
whole, the decedent in his will may 
authorize the executor to enter into 





|Mr. Pennish, a member of the firm of 
Blumberg, Smith, Wolff & Pennish, prac- 
tices law in Chicago. This article is based 
on a talk presented to the Trust De- 
velopment School, conducted by the 
Illinois Bankers Association at North- 
western Univ. School of Commerce.] 





such agreements with the former em- 
ployees to continue the balance of the 
estate’s capital in the business either as 
a partnership or corporation, as will 
seem best. The business as a going con- 
cern will be left intact, with the likeli- 
hood of a continuing income to the 
estate or family of the decedent and his 
former business employees. 


Partnership 


Some of the problems of the sole 
proprietor discussed above are problems 
of a partner, too. And he has some 
serious additional ones arising out of the 
legal status of a partnership. 

The surviving partners must act in 
the capacity of fiduciaries, held to strict 
accountability for their acts. In the 
absence of provisions in the articles of 
co-partnership, they cannot appropriate 
the firm’s assets for their own use even 
though they may be willing to pay the 
true value to the estate of the deceased 
partner. The surviving partners will be 
personally liable to the estate for losses 
incurred in continuing the partnership 
business without authorization. Elimina- 
tion of these problems is best achieved 
through an agreement for sale of the 
individual’s partnership interest. [For 
a discussion of the opportunity partner- 
ships have to make payments for a de- 
ceased partner’s interest either income 
to the estate and deductible by the part- 
nership or capital to the estate not de- 
ductible by the partnership, see 11 
JTAX 54, July 1959.—Ed.] 


Without insurance 


Only a funded buy-and-sell agree- 
ment is effective. Ready cash must be 
available at death to purchase the de- 
cedent’s partnership interest. 

Under some circumstances availabil- 
ity of this cash may not be a problem 
for the surviving partners. The purchase 
price itself may be relatively small in 
comparison with the cash available to 
the partners either in the partnership 
or from other independent sources; or 
the purchase price may be related to 
future profits, or in some other way 
determined so that payment by the sur- 
viving partners or the partnerships will 
not impair continuity of the business. If 
not, the partners may be in a position to 
set up a sinking fund which after a rea- 
sonable period of time will provide the 
necessary funds. 

Funding a buy-and-sell agreement can 
sometimes be done by mortgaging assets 
of the partnership or borrowing on the 





Corporate organization & distributions + 271 


security of the individual partners’ other 
assets. But in most circumstances, these 
methods of funding will not be satis- 
factory. The decedent's estate would be 
assuming a considerable risk that the 
funds in fact would not be available. 





SUBCHAPTER S AMENDED 


ReEcENT amendment of Subchapter S 
(R 47, 9/24/59) includes only one 
change recommended by the partner- 
ship committee of the ABA Section 
of Taxation. These were discussed 
here last month by Robert J. Kalupa 
(11 JTAX 196). 

The law adds a new subsection (c) 
to Section 1371 providing that stock 
owned by husband and wife as com- 
munity property, in joint tenancy, 
tenancy by the entirety, or tenancy 
in common shall be treated as owned 
by one shareholder for purposes of 
the ten shareholder election rule. 
The Partnership Committee pro- 
posed this important change in sub- 
stance. 

Section 1374 (b) was also amended 
to allow a deceased shareholder a de- 
duction for, his pro rata share of an 
electing corporation’s operating loss, 
notwithstanding that the shareholder 
died prior to the end of the electing 
corporation’s taxable year. This 
amendment rights a technical wrong, 
and in no way allows loss carry for- 
ward relief proposed by the ABA 
Partnership Committee. 

The new law effectively removes 
the prior incongruity concerning 
afhliated corporation electing status. 
Section 1504(b)(8) is eliminated, 
thereby denying Subchapter S treat- 
ment to any corporation acquiring 
an 80% owned subsidiary. This 
amendment in fact arrives at a result 
opposite from that proposed by the 
Partnership Committee. 

Another major change in the 
corporate tax law effected by P.L. 
86-376 is the exemption of small 
business investment companies from 
the definition of personal holding 
companies under Section 542(c) of 
the Code. The new exemption will 
not apply, however, if any SBIC 
shareholder owns a 5% or more stock 
interest in a corporation which has 
obtained funds from the SBIC. 

The effective dates of its new pro- 
visions are quite diverse, and should 
be carefully studied. 
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Creditors might be skeptical as to the 
ability of the partnership business to 
continue after the death of a particular 
partner. 

In any event, and without regard to 
the attitude of the surviving partners 
toward the estate, the fact that they 
would need outside financial assistance 
would undoubtedly motivate them to 
strike a sharp bargain in negotiating any 
buy-and-sell agreement, and, any loss in 
value will be suffered by the deceased 
partner’s estate. This risk of loss will be 
considerably reduced and possibly elim- 
inated through funding by life insur- 
ance. 


Cross purchase 


Under the cross-purchase plan, each 
partner pays the premiums on a policy 
on the life of each other member of the 
firm. When there are only two or three 
partners the mechanics of this method 
are comparatively simple, but as the 
number of partners increases it becomes 
more cumbersome. It was previously 
felt that each partner was required to 
take out a policy on the life of every 
other partner. Thus, in a ten- man part- 
nership, ninety policies were required. 
But today joint tenancies with a trustee 
makes this much simpler. 

When the cross-purchase plan is used, 
upon the death of a partner the dece- 
dent’s estate will usually own or acquire 
an interest in the policy or policies on 
the lives of the survivors. Prior to the 
1954 Code, there was an income tax 
problem if the survivors purchased the 
policies on their lives from the estate. 
Since the transfer was one for a valuable 
consideration, a portion of the proceeds 
would not be exempt from income tax 
upon the subsequent death of the in- 
sured. Section 101 (a)(2) of the 1954 
Code now specifically provides that a 
transfer for a valuable consideration of 
a policy or any interest therein to a 
partner of the insured, or to a partner- 
ship of which the insured is a co-part- 
ner, will not give rise to income tax 
liability when the proceeds are received 
upon the subsequent death of such 
transferee. 


Entity purchases 

Under the entity plan, the partner- 
ship, as opposed to the partners, agrees 
to purchase the interest of a deceased 
partner, and the insurance policies are 
all paid for by the partnership and held 
in the partnership name. 

The principal tax argument under 
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the old law against the entity type of 
agreement was that the surviving part- 
ners might not, following the purchase 
of a deceased partner’s interest, get a 
stepped-up cost basis for the partnership 
assets. They would get a step up in basis 
for their partnership interest under a 
cross-purchase-and-sale arrangement. 
This disadvantage of the entity plan is 
now eliminated by Section 705(a)(1)(B) 
of the Code, which provides that the 
cost basis to partners of their interests 
in a partnership is increased by any 
tax-free amounts received by the part- 
nership. For example, with five equal 
partners, this means that if upon the 
death of a partner the succeeding part- 
nership received $100,000 of life insur- 
ance proceeds which are used to pur- 
chase or discharge the interest of the 
decedent, the cost basis of each of the 
four surviving partners will be increased 
by $25,000. This is exactly what would 
have happened if each surviving part- 
ner had received, or constructively re- 
ceived, $25,000 which he had used to 
purchase one-quarter of the decedent’s 
partnership interest. 


How to choose plan 


Choice of the cross-purchase or entity 
form of agreement will depend on many 
practical, as well as technical, considera- 
tions. How should the burden of pre- 
mium payments be borne? Should any 
portion of the payments be taxed as 
income to the estate and act to reduce 
the taxable income of the surviving 
partners? Are all the partners to be 
party to the agreement? Should the 
value of the insurance on the life of 
a partner at the moment before death 
be included in the purchase price? 


Close corporation 


Death of a shareholder, unlike the 
death of a sole proprietor or a _part- 
ner, will not affect the legal continuity 
of the business. Stock owned by the de- 
cedent is transferred either by will, or 
by operation of law if he dies intestate, 
usually to members of his family. 

If there is no will, the probate court 
will determine whether the administra- 
tor may retain or sell the stock. This 
situation is particularly dangerous if a 
shareholder leaves minor children. 
Under the laws of most states, stock in a 
close corporation is not legal investment 
for the guardian of a minor. As a re- 
sult, the court will usually order the 
administrator to sell the stock. 

Closely held corporate stock is fre- 


quently held by key employees and 
their immediate families. The logical 
purchasers, therefore, for such stock 
are either the remaining shareholders 
or the corporation. A ready outside 
market for this kind of stock is unusual. 

_Where the -prospective purchasers al- 
ready hold a majority of the stock, and 
where the dealings are at arm’s length 
and there is no prior buy-and-sell agree. 
ment, it is not likely that they will 
want to buy the decedent’s stock in- 
terest at any other than a sacrifice price, 
On the other hand, where the prospec- 
tive purchasers are minority owners, 
they may be willing to pay a good price 
for the decedent’s stock to gain either 
a stronger minority position or control 
—if they are able to raise the cash for 
this purpose. 

In the absence of a pre-arranged 
buy-and-sell agreement among share- 
holders or a stock redemption agree- 
ment with the corporation, the door 
is open for interests adverse to existing 
management. A minority shareholder, a 
disgruntled family member, or a com- 
petitor, may gain a foothold, or even 
control. The security of existing man- 
agement’s control would be jeopardized. 

If an impasse develops and no buyer 
is available, the widow may find her- 
self, as a practical matter, forced to 
keep the stock. This may jeopardize her 
future security. Even if the business con- 
tinues successfully, the widow may re- 
ceive very little current benefit. She 
will press for more dividends, while the 
corporation will desire to retain earn- 
ings in the business, not only for valid 
business purposes but also to avoid 
payment of a double income tax, first 
by the corporation and then by the 
shareholders. A situation of this sort is 
ripe for a stockholders’ suit, resulting, 
too frequently, in a forced liquidation. 

The advantages of an insured or 
otherwise fully funded buy-and-sell or 
stock redemption agreement are; 

1. For the shareholders while living, 
(a) it provides a guaranteed market and 
price for the stock at death, easing their 
estate planning problems; (b) it stabi- 
lizes the business as to creditors, em- 
ployees, and other shareholders, since 
they are assured of a profitable business 
continuation; and (c) it creates cash 
available in emergencies. 

2. For the surviving shareholders after 
one of them dies, a funded buy-and-sell 
agreement (a) assures continued control 
and ownership of the business; (b) elim- 
inates the possible dissention resulting 
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from the admission of outsiders to the 
management of the business; and (c) 
permits funding of the buy-and-sell 
agreement before death, at a fixed rate 
with the certainty that the funds will 
be available when needed. 

3. For the heirs it (a) provides a mar- 
ket for the deceased shareholder’s stock, 
preventing losses from forced liquida- 
tion; (b) relieves them from dependence 
on the business and the surviving share- 
holders; (c) helps the estate meet the 
death charges; and (d) pegs the estate 
tax valuation of the stock. 


Funding without insurance 


The difficulties met in an uninsured 
buy-and-sell agreement among partners 
are applicable to a buy-and-sell agree- 
ment among shareholders. If the surviv- 
ing shareholders are of modest means, 
the funds will not be easily available. 
If however, the shareholders are finan- 
cially able to purchase the stock interest 
of a deceased shareholder, an appro- 
priate buy-and-sell agreement could be 
prepared. If not, and the corporation 
has sufficient surplus so that it may 
legally purchase and retire all the shares 
of a deceased shareholder, and if the 
provisions of Internal Revenue Code 
Section 303, dealing with distributions 
in redemption of stock to pay death 
taxes are applicable, or the require- 
ments of Section 302, dealing with dis- 
tribution in redemption of stock, and 
Section $18, dealing with constructive 
ownership of stock, are satisfied, the 
corporation could make the purchase. 

In any event, the corporation may 
be in a better position than the em- 
ployees of a proprietorship or the mem- 
bers of a partnership to create a sink- 
ing fund or to accumulate earnings or 
to generate sufficient credit to purchase 
the interest of a deceased stockholder. 


Use of insurance 


Examination of the particular prob- 
lems of most closely-held corporations 
indicates that life insurance is the best 
way to fund the purchase of a deceased 
shareholder’s stock or to replace the loss 
of a key employee-stockholder. Life in- 
surance in funding a buy-and-sell agree- 
ment has the following advantages: 

1. The parties to the agreement, 
upon the payment of the first premium, 
create the funds to carry out the agree- 
ment. At a shareholder’s death, the 


survivors have sufficient cash to take 
over the decedent’s stock interest with- 
out further concern about outside in- 


terference and without financial obliga- 
tion to the deceased -shareholder’s estate 
or heirs. 

2. If the corporation is ever in desper- 
ate need of cash and it is more urgent 
to meet current needs, rather than fu- 
ture problems, the parties can surrender 
the policies and use the cash values for 
the immediate needs, or the parties may 
borrow on the policies and so maintain 
the insurance in force. 

Insurance policies used to fund a 
buy-and-sell agreement covering shares 
of stock can be purchased by the share- 
holders under a cross-purchase agree- 
ment or by the corporation under an 
entity agreement. 


Cross-purchase 


The great advantage of the cross-pur- 
chase agreement is elimination of the 
redemption problems created by Sec- 
tions 302 and 318. Existing corporate 
tax law creates a treacherous hazard for 
the uninformed. The risk that a re- 
demption by the corperation may be a 
dividend is sufficient to make necessary 
serious consideration of a cross-purchase 
agreement as opposed to a stock re- 
demption agreement. 

There are two basic reasons, and pos- 
sibly one mechanical, for not using the 
cross-purchase agreement. Upon the 
death of a shareholder the transfer of 
policies on the survivors’ lives which 
were owned by him present income tax 
problems under the transfer for valu- 
able consideration rules. Section 101(a) 
(2) of the Internal Revenue Code of 
1954 gives the same relief for a transfer 
of policies to a corporation of which the 
insured is a shareholder or officer that 
it gives for a transfer to a partnership. 
However, if a policy, or any interest in 
a policy, is transferred to a co-share- 
holder of the insured, then this will be 
regarded as a transfer for valuable con- 
sideration and, in general, the differ- 
ence between the cost basis of the policy 
and the amount received upon death 
will be taxable to the beneficiary at 
ordinary income rates. The favorable 
tax treatment given to a transfer to a 
partnership or a co-partner or a Corpo- 
ration was not extended to a transfer to 
a co-shareholder. 

Second, if the tax brackets of the in- 
dividual shareholders are higher than 
the tax bracket of the corporation, it is 
more expensive for the individuals to 
own the insurance than for the corpo- 
ration when, as is usually the case, the 
premiums can be met by individuals 
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only from increased salary or dividends. 

If a stockholder is not presently in- 
surable, insured funding of the agree- 
ment can be achieved only if presently 
outstanding insurance can be _trans- 
ferred. While Section 101(a)(2) will pro- 
tect a corporate transferee, transfer to 
co-stockholders to fund a cross-purchase 
agreement would leave them vulnerable 
to income tax on maturity of the poli- 
cies. If the co-stockholders can, how- 
ever, obtain new insurance, a cross- 
purchase agreement may many times be 
best. While it is true that the funds to 
pay the premiums may have to come 
from the salary the stockholders receive, 
some careful calculation of tax costs may 
reveal that having the corporation pay 
the premiums, as it would in an entity 
purchase plan, is not much cheaper 
than having the stockholders themselves 
pay the premiums. 

Another of the usual objections to a 
cross-purchase plan is really only a mat- 
ter of mechanics. A cross-purchase agree- 
ment will require that there be as many 
policies on the life of each shareholder 
as there are shareholders other than the 
insured. A stock redemption agreement 
requires the purchase of only one policy 
on the life of each shareholder. 


Insurance owned by corporation 


In a stock redemption agreement, the 
corporation agrees to purchase the 
shares of each shareholder at death, and 
the corporation purchases the policies 
and pays the premiums. The entity 
acquisition has the great advantage of 
simplicity. Also, the corporation, as a 
separate taxable entity, may be able to 
purchase the insurance at lower after- 
tax cost than the shareholders. 

An entity plan, while mechanically 
simpler than the cross-purchase plan, in- 
volves considerably greater tax risk. 
Since the fall of 1957, there has been 
uncertainty over the treatment of pre- 
miums on policies covering the lives of 
officers and stockholders. This uncertain- 
ty was created by the lower court de- 
cisions in the now-famous Casale, Pru- 
nier, Sanders and Doran cases. As a re- 
sult of the reversals by the appellate 
courts in these cases, however, it has be- 
come reasonably safe to assume that 
payment of premiums is not a construc- 
tive dividend to officers and stockholders 
whose lives are insured by the corpora- 
tion, provided the corporation is the 
beneficiary and owns the policies com- 
pletely. 

Finally, in May of this year, the 
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Service issued Rev. Rul. 59-184. In this 
ruling the Service announced that if a 
corporation purchases life insurance on 
the lives of its stockholders, the pro- 
ceeds of which are to be used in pay- 
ment for the stock of the stockholder, 
the premiums on the insurance will not 
constitute to the stockholder, 
even though the stockholder may have 
the right to designate the beneficiary, 
provided such right of the beneficiary to 
receive the proceeds is conditioned 
upon the transfer of the stock to the 
corporation. The ruling states that buy- 
and-sell agreements are often funded 
with insurance policies in view of the 
fact that in the early years of the corpo- 
ration’s existence proceeds for the con- 
agreement in the 
event of the stockholder’s death would 
not otherwise be available. The ruling 
points out that if a corporation pays 
premiums on 


income 


summation of the 


policies taken out by 
other’s lives to 
fund a cross-purchase agreement, the 


shareholders on each 
premiums would be taxable as dividends 
to the owners of the policies. The rul- 
ing, however, specifically recognizes that 
a buy-sell arrangement can be made 
with the corporation acting as the prime 
The ruling 
that payment of premiums by the corpo- 
ration is merely an independent act by 
the corporation by which it converts one 


purchaser. acknowledges 


asset, cash, into another asset, an in- 
surance policy, and that this action is 
not a receipt of income by the stock- 
holders. 

Even though this ruling provides con- 
siderable encouragement for the use 
of insurance in connection with stock 
redemption agreements, a subsequent 
ruling dramatically emphasizes the real 
hazard in stock redemption agreements. 
Rev. Rul. 59-233, issued in July, 1959, 
discusses the termination of a share- 
holder’s interest under Section 302(b)(3) 
of the Internal Revenue Code of 1954. 
It holds that in a redemption of stock, 
the non-application of the family attri- 
bution rules under Section 318(a)(1), as 
provided by Section 302(c)(2), is limited 
to cases where the stockholder owns the 
stock individually. Thus, if when the 
stock is redeemed, it is held by the 
estate of the decedent or in trust, or by 
a corporation or a partnership, then the 
family attribution rules will still apply. 
The effect of the attribution rules is to 
remove the protection against the re- 
demption being treated as a dividend 
found in the exemption for complete 
terminations. [See 4 JTAX 322.—Ed.] 
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To the family in modest circum- 
stances to whom the stock in the closely- 
held corporation represents an asset too 
small to be within the exemptions of 
Section 303 (redemptions to pay estate 
tax) the consequence can be disastrous. 
A stockholder whose income tax bracket 
has never been in excess of 40% may 
be taxable in the year of his death at 
the very top income tax bracket, and a 
good portion of the security that he has 
built for his family may be dissipated. 

This consequence may be avoided 
through use of a cross-purchase agree- 
ment, or, if an entity agreement is used, 
only by a very carefully planned com- 
pliance with the restrictive attribution 
provisions of the Code. 

One other hazard that an entity-pur- 
chase plan faces is considerably miti- 
gated by the use of insurance. This is 
the possibility that an accumulation of 
funds to provide for the redemption of 
the stock might be attacked as unrea- 
sonable and subject the company to the 
penalty tax. If the agreement is funded 
by the corporation, not by itself ac- 
cumulating the needed reserves, but by 
the purchase of insurance, its risks can 
in many cases be reduced since it has 
been held, in the Emeloid case (189 F.2d 
230) that payment of premiums on 
the life of key employee-stockholders, 
so as to retire their stock at death, is a 
valid business purpose. 


Key provisions of the agreement 

The preparation of any buy-and-sell 
or stock redemption agreement requires 
not only thorough understanding of the 
inherent tax problems but also careful 
consideration of the particular circum- 
stances of the situation. 

Most obvious and most important is 
the purchase price. Commonly, price 
has reference in one way or another to 
book value. Unless book value is prop- 
erly spelled out in the agreement, the 
amount be far from what the 
parties intended. For example, valuable 
patents, franchises or other intangible 
assets may be carried at a book value of 


may 


little or nothing. Also, due to continu- 
ing inflation, tangible depreciable assets 
or inventory may be carried on the 
books at only a fraction of the amount 
the assets could bring in the market. 
The converse may also be true; that is, 
book figures may be greatly in excess of 
the market value. Some people enter 
into buy-and-sell agreements as a gam- 
ble. If the other party or parties die 
first they stand to reap a windfall. 


The value of a business can not be 
determined solely by reference to the 
value of assets appearing on the books, 
An asset which rarely appears on the 
books of a company is quite often its 
most valuable asset, namely, good will, 
the amount by which the earnings ex- 
ceed the normal return on the invested 
capital. 

Consideration must be given to the 
effect that the death of a sole proprie- 
tor, partner or stockholder will have on 
the future earning of a business enter- 
prise, and accordingly on the value of 
the business. If the nature of the busi- 
ness is such that loss of one of the prin- 
cipals will sharply reduce profits for the 
near future, then use of a formula 
which places undue weight on prior 
earnings will place a severe and some- 
times unbearable burden on the sur- 
vivor. 

Unless the purchase price is defined 
as specifically excluding insurance pro- 
ceeds, proceeds may be includible under 
a value formula and require the sur- 
vivor to dig down for more money. 
Determination of value is not a simple 
matter, and requires careful treatment 
when drafting the agreement. If the 
agreement does not fix a definite price 
to be paid, but provides instead for the 
use of a formula in the determination of 
price, the formula to be used should be 
set forth in detail. Provision should be 
made therein for a periodic reconsidera- 
tion of the price so that it may be con- 
iormed to any changes which may arise 
in circumstances. 

As previously noted, in the case of a 
partnership Section 736 permits the tax 
treatment accorded a payment for good 
will to be determined by provisions of 
the partnership agreement which de- 
fines a retiring or deceased partner’s in- 
terest. 


Fixing estate tax 


It is essential that the agreement be 
drafted so that the agreed price will be 
binding for estate tax purposes. Gen- 
erally the price fixed in the agreement 
will peg the value of a stockholder’s in- 
terest if the agreement is so drawn that 
it meets all of the following require- 
ments: (1) the survivors are obligated to 
buy and the estate of the deceased is 
obligated to sell at the stated price; (2) 
there is a restriction which either pro- 
hibits a stockholder from disposing of 
his interest during his lifetime or, in the 
event he desires to sell, requires him to 
first offer the stock to the other parties 
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to the agreement at a specified -price; 
and (3) the price fixed is the result of 
an arm’s length transaction. 

One of the most common omissions 


in an attempt to peg values for estate 
tax purposes is the failure to include 
a restriction on the shareholder’s power 
to dispose of his shares during his life- 
time. 

If the sale price is not binding for 
estate tax purposes, the estate may be 
in the unfortunate position of having 
to pay estate tax based on a value for 
the stock which is greatly in excess of 
the amount for which the estate is obli- 
gated to sell such stock! You can see 
what a disastrous effect this could have 
on the decedent’s widow and children. 

Providing in the agreement that a 
trustee is to hold all policies and shares 
of stock or bills of sale covering the 


business interests will insure that the 
terms of the agreement are carried out. 
In the absence of a trustee, it may be- 
come necessary for the buyer or seller to 
take further action to enforce «his or 
its rights under the agreement. 

In conclusion, let me stress that no 
matter how carefully and expertly 
drawn its buy-and-sell agreements are, 
no business is adequately protected un- 
less those agreements contain workable 
provisions for amendment and _ termi- 
nation and unless they are carefully re- 
viewed periodically. The nature of the 
business, the assets, needs and desires of 
the owners and, not the least, the tax 
laws, are all subject to change. An ob- 
solete plan may be worse than none in 
that it induces a false sense of security 
that the future of the business is pro- 
tected. ve 


Recent Weaver case points up hazards in 


assuming debt in corporate reorganizations 


by GERALD J. KAHN 


The recent Tax Court Weaver case is a demonstration of how the assumption of 


liabilities destroyed the taxfree character of the creation of a corporation. Mr. Kahn 


here analyzes the dangers lurking in the very tricky provisions of Section 357, 


originally written as relief from the harsh Hendler rule. 


-_— FREQUENTLY insufficient consid- 
eration is given in the organization 
or reorganization of a corporation to 
the tax effect of the assumption of a 
liability, such as a mortgage, or the tak- 
ing of property subject to a liability by 
the corporation being organized or by 
one of the corporate parties to a re- 
organization. The general rule as estab- 
lished by the Supreme Court in its de- 
cision in Hendler (303 U.S. 564 (1938)), 
is that the assumption of, or the trans- 
fer of property subject to, an indebted- 
ness is equivalent to the receipt by the 
transferor of “money or other prop- 
erty,” or in other words “boot.” 

This has been recognized as a harsh 
rule and one which would in many 
cases emasculate the benefits of the 
Internal Revenue 
Code which give tax free status to the 
organization or reorganization of corpo- 
rate businesses.1 Under such circum- 
stances, the nonrecognition provisions 
of the Code would be effective only in 
those instances where a corporation was 
being formed simultaneously with the 
launching of a new business with no 


provisions of the 


pre-existing debts or where all of the 
liabilities of an existing business were 
satisfied prior to its 
corporation as part of the organization 


transfer to a 


of a new corporation or a reorganiza- 
tion of already existing corporations. 

Section 357 of the Code, which traces 
its historical origins to 1939 amend- 
ments to the tax law, was designed to 
prevent a bona fide assumption of a 
liability or transfer of property subject 
to a liability from destroying the tax 
free character of a corporate organiza- 
tion or reorganization. 

Section 357(a) tempers the Hendler 
rule and exempts acquired liabilities, 
whether assumed or to which property 
is subject, from treatment as boot in 
three specific cases, viz.: a transfer to a 
controlled corporation under Section 
351; an exchange of property for stock 
in a reorganization under Section 361; 
and an exchange in connection with 
certain insolvency proceedings under 
Sections 371 and 374. In all other cases, 
the rule of the Hendler case is still in 
force. Thus the assumption of, or the 
acquisition of property subject to a 
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liability will be treated as boot in situa- 
tions such as an exchange of stock for 
stock in a reorganization under Sec- 
tion 354 or in a distribution in a corpo- 
rate separation under Section 355. 

Like most tax statutes, Section 357 
has a notable exception to its general 
rule which may have more significant 
applications than the rule itself. The 
statute in effect prevents the tax free 
assumption or acquisition of property 
subject to the liability either where the 
principal purpose of the assumption or 
acquisition was avoidance of federal in- 
come taxes, or where it was not a bona 
fide business purpose. Unless the tax- 
payer can show by a clear preponder- 
ance of the evidence (he has a strict bur- 
den of proof) that there was both a 
business purpose and that tax avoidance 
was not a principal purpose, the dis- 
astrous effect of the transfer may be the 
treatment of the amount of the liability 
as equivalent to receipt of cash and 
ordinary income. Thus the extremely 
serious impact of the statute can be 
eliminated with safety only if the tax- 
payer can satisfy the double burden of 
demonstration with strong evidence that 
the shift of fhe liability to the corpora- 
tion was motivated by business purpose 
and was free of tax avoidance. 

Since Section 357(a) does not apply 
in a stock-for-stock reorganization exist- 
ing liabilities should not be transferred 
as part of a Type B reorganization or 
boot will result. Moreover, the problem 
of boot is not the only one arising out 
of the transfer of a liability in a Type 
B reorganization. The acquisition of a 
liability may render a Type B reorgani- 
zation taxable as not being an exchange 
in which the transferor receives nothing 
but voting stock.4 This would indeed 
be a severe penalty to pay for the acqui- 
sition of a liability. 

Unlike a Type B reorganization, the 
assumption of liabilities in a Type C 
reorganization will not ordinarily upset 
the taxfree character of the exchange; 
1H. Kep. No. 855, 76th Cong., Ist Sess., pp. 18-20, 
1939-2 Cum. Bull. 518-519. 

2 Sec. 357(a) is as follows: 

(a) GENERAL RULE.—Except as provided in 
subsections (b) and (ce), if— 

(1) the taxpayer receives property which would 
be permitted to be received under section 351, 361, 
871, or 374 without the recognition of gain if it 
were the sole consideration, and 

(2) as part of the consideration, another party 
to the exchange assumes a liability of the taxpay- 
er, or acquires from the taxpayer property sub- 
ject to a liability, 
then such assumption or acquisition shall not be 
treated as money or other property, and shall not 
prevent the exchanre from being within the pro- 
visions of section 351, 361, 371, or 374, as the case 
may be. 

3 Op. Cit. footnote 1, supra. 
*But see Grover D. Turnbow, 32 T.C. No. 57 


(1959) ; Howard, 238 F. 2d 943 (C.A. 7th, 1956). 
These cases are criticized at 11 JTAX 138. 
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Section 368(a)(1)(C) expressly nullifies 
the Hendler rule in a Type C reorgani- 
zation. However, there is one category 
of Type C exchanges which may be dis- 
qualified by reason of the acquisition of 
liabilities. 

Section 368(a)(1)(C) permits the ac- 
quiring corporation to transfer in addi- 
tion to voting stock “money or other 
property” up to 20% of the fair market 
value of the assets of the transferor cor- 
poration. In determining whether the 
20% limitation has been exceeded ac- 
quired liabilities must be taken into ac- 
count if “money or other property” is 
also transferred by the acquiring corpo- 
ration. Therefore it is important in all 
Type C reorganizations where “money 
or other property” is transferred and 
liabilities acquired to ascertain the 
exact amount of the liabilities in order 
to stay within the 20% limits. 


Pitfalls of Section 357 

In applying the relief provisions of 
Section 357 considerable care must be 
exercised. The pitfalls of Section 357 are 
numerous if not apparent. In applying 
its provisions a distinction has been 
drawn between a preexisting liability of 
the transferor and one which arises out 
of the transaction itself. If a new liabil- 
ity is created as a result of the exchange, 
it will not qualify for the protection of 
Section 357.5 

Another danger to be careful of is that 
the assumption of an _ indebtedness, 
while it may not be subject to tax 
under Section 357, may in turn produce 
a tax in respect to another phase of the 
same transaction. For example, where 
an individual transfers to a controlled 
corporation property having an ad- 
justed basis of $10,000 in exchange for 
stock having a fair market value of 
$8,000, cash of $2,000, and assumption of 
liabilities of $4,000, there would be 
gain recognized to the extent of the 
$2,000 cash received since the gain 
realized is $4,000. On the other hand, 
under the same facts, but omitting the 
assumption of liabilities, the gain re- 
alized would be zero and there would 
be no taxable consequences.® 

In challenging the application of the 
relief provisions of Sec. 357 the Internal 
Revenue Service will no doubt in most 


November 1959 


cases Claim that the principle purpose 
connected with the assumption of, or 
the acquisition of property subject to, 
liabilities was the avoidance of Federal 
income tax or that a bona fide business 
purpose was absent. The presence of a 
tax avoidance motive or the absence of 
a business purpose with respect to any 
portion of the total liabilities assumed 
or acquired stigmatizes the entire trans- 
action under Section 357(b) and the 
benefits of Section 357(a) are lost. Thus, 
if out of $10,000 of liabilities assumed 
$1,000 of such liabilities are tainted, 
the entitre $10,000 of liabilities will be 
considered as boot. This behooves any 
taxpayer to scrutinize carefully all of 
the liabilities being transferred to an 
acquiring corporation and be certain 
that they are not susceptible of attack 
on either of the two grounds indicated 
above. 


Weaver Case 


There has been very little litigation 
under Section 357. However, in a re- 
cent case arising under the 1939 Code, 
the Tax Court had an opportunity to 
construe the assumption of liabilities in 
corporate organizations. In Weaver (32 
TC No. 40) the taxpayer purchased 
four tracts of land and obtained loans 
from a bank upon his and his wife’s 
signatures in the total amount of $1,- 
643,500. He built a number of houses 
on the land. The total cost of the land 
and the houses amounted to $1,485,- 
701.96, leaving an excess of loans over 
cost in the amount of $157,798.04. 
Upon completion of his building pro- 
gram, the taxpayer transferred these 
properties to four wholly-owned corpo- 
rations which he had set up and which 
assumed the outstanding indebtedness 
to the bank. The corporations obtained 
new loans and from the proceeds there- 
of satisfied the assumed indebtedness. 

The Tax Court found that the pro- 
hibited purpose of tax avoidance clearly 
existed under the facts presented. In 
its decision the court emphasized that 
the taxpayer had intended to create the 
four corporations from the beginning, 
that F.H.A. loan commitments and 
F.N.M.A. note purchase commitments 
had been obtained in the names of the 
four prospective corporations before any 
construction was started and in some in- 
stances even before the land had been 
purchased, that it was not until the con- 
struction was substantially complete 


that the corporations were set up and 
that when the four corporations as- 


sumed the indebtedness the actual costs 
of construction were known and yet the 
taxpayer caused such corporations to as- 
sume the entire indebtedness while he 
retained the excess of the loan over and 
above his costs. The court was struck by 
the huge windfall to the taxpayer 
through his obtaining this excess with- 
out any obligation on his part to re- 
pay the same. Accordingly, the court 
concluded that gain was to be recog- 
nized to the taxpayer to the extent of 
the total indebtedness assumed by his 
four corporations. The decision in the 
Weaver case should give fair warning to 
taxpayers engaged in the building busi- 
ness where similar transactions are not 
altogether uncommon. 

Although the court in the Weaver 
case did not reach the question of 
whether or not the purpose with respect 
to the assupmtion of the liabilities by 
the four corporations was a bona fide 
business purpose, there have been sufh- 
cient decisions on what constitutes a 
bona fide business purpose under Sec- 
tions 355 and 368 of the Internal Rev- 
enue Code of 1954 and their predeces- 
sor provisions to provide guideposts in 
this area.? 

The relief provisions of Section 
357(a) are also made inapplicable by 
Subparagraph (c) of Section 357 to the 
extent that the liabilities to which prop- 
erty transferred is subject and the 
liabilities assumed on the transfer ex- 
ceed the adjusted basis of the property 
in a transfer under Section 351 or in a 
Section 368(a)(1)(D) reorganization. In 
this situation, however, only the excess 
of the liabilities over the bases of the 
properties transferred is treated as boot 
as contrasted with treating the entire 
liabilities assumed as boot, where tax 
avoidance or lack of business purpose 
is present. It is important to note that 
the comparison under Section 357(c) is 
made between total liabilities assumed 
and the aggregate bases of the proper- 
ties transferred. Therefore, even if 
liabilities assumed do not exceed the 
aggregate bases of all properties will 
avoid any boot treatment. Thus, in 
many situations gain may be avoided by 
including in the transfer sufficient prop- 
erties which are not encumbered.® 

There is another pitfall to avoid 
5 Helvering v. Southwest Consolidated Corp., 315 
U.S. 194 (1942); Stoddard v. Commissioner, 141 
F.2d 76 (C.C.A. 2nd, 1944); Harden F. Taylor, 
43 B.T.A. 563, affd. 128 F.2d 885 (C.C.A. 2nd 
1942); cf. New Jersey Mortgage & Title Co., 3 
T.C. 1277 (1944). 
® See Regs. Sec. 1.357-1(b). 

7 Helvering v. Gregory, 293 U.S. 465 (1935). 


8 See Regs. Sec. 1.357-2(a). 
® See Regs. Sec. 1.358-3, Example 2. 
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where the aggregate liabilities exceed 
the aggregate bases of the properties 
transferred. Double tax may result by 
reason of Section 358(d). Under this 
provision, the assumption of liabilities 
by a coporation on a transfer serves to 
reduce the basis of the stock received 
by the transferring party. Under certain 
circumstances it is possible that such 
basis may be reduced to zero. There- 
fore, a tax will be paid by the trans- 
feror on the exchange measured by the 
excess of the encumbrance over the 
basis and a second time upon a later 





*x*Surtax exemption denied multiple 
corporations. A builder operated 
through a construction corporation, a 
sales corporation and nine development 
corporations to which lots were trans- 
ferred. The stock of each corporation 
was held by the builder. The develop- 
ment corporations, taxpayers here, en- 
tered into contracts with the construc- 
tion corporation to build homes on the 
lots and with the sales corporation to 
sell the The court finds that 
the principal purpose of organizing 
these corporations was to reduce taxes 
by obtaining additional $25,000 surtax 
exemptions. Applying Section 129 of 
the 1939 Code [Section 269 of the 1954 
Code is the same.—Ed.] more broadly 
than it has ever been heretofore, the 
court denies the surtax exemption be- 
cause of the tax avoidance motive. 
Other have not agreed on 
whether the credit can be denied to the 
acquired corporation. This court rejects 
the reasoning of the Tax Court which, 
following its dictum in Alprosa Watch 
(11 TC 240) has been denying credit or 
exemption to the acquiring corporation 
only. It approves the rationale of Mill 
Ridge Coal (264 F.2d 713) and Coastal 
Oil Storage (242 F.2d 396). However, it 
refuses to apply the accumulated earn- 
ings tax solely on the basis that the 
corporation was organized for this pur- 
pose, there being no showing that earn- 
ings accumulated beyond business needs. 
Further, the taxpayer is denied new 
corporation status under the Korean 
excess profits tax since the related cor- 
porations were not new. James Realty 
Co., DC Minn., 9/1/59. 


homes. 


courts 


**Loss recognized on sale and lease- 
back; not a nontaxable exchange. Tax- 
payer, the large Boston department 
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sale of his stock or upon liquidation of 
the corporation since the basis of the 
stock is zero.9 

The conclusion to be drawn from an 
analysis of Section 357 and -telated 
statutory provisions and court decisions 
is that the Hendler rule is not dead. 
The unwary taxpayer who does not stay 
clear of the pitfalls of Section 357 will 
soon discover this. On the other hand, 
the Commissioner can be expected to 
intensify his scrutinization of the ap- 
plication of the relief provisions of Sec- 
tion 357 in the light of Weaver. w 


store (a wholly owned subsidiary of 
publicly held Allied Stores) sold its land 
and buildings at fair market value ($2,- 
300,000) at a loss and simultaneously 
leased the property for a term of 30 
years at a fair rent with an option to 
renew the lease for a like term. The 
Tax Court held the loss on sale not 
deductible on the ground that the sale 
and leaseback involved an exchange of 
properties of “like kind” within the 
intent of 1939 Code Section 112. [Same 
as 1954 Code Section 1031.—Ed.] The 
Tax Court thought that the Regula- 
tions, providing that a lease of 30 or 
more years and real estate are property 
of like kind, had been approved by the 
courts and were controlling. This court 
reverses. A transaction such as this in 
which taxpayer receives the fair market 
value of the property in cash is a sale, 
not an exchange. Thus, the like-kind 
exchange provisions are not applicable, 
and the court finds it unnecessary to 
pass upon the validity of the Regula- 
tions. Jordan Marsh Co., CA-2, 8/13/59. 


“Sale” of land to controlled corporation 
held a tax-free exchange for stock. Tax- 
payer corporation was organized by three 
partners who owned Florida real estate 
that had cost them about $69,000. The 
corporation argued that it purchased 
the property for $250,000, its then fair 
value, for a $9000 down payment and 
instaliment notes. The Tax Court held 
that in substance the property was trans- 
ferred to the corporation for stock and 
that the taxpayers’ basis for it was the 
$69,000 basis of the stockholders. This 
court agrees. It notes that the corpora- 
tion was organized to develop the prop- 
erty by expensive dredging operations, 
that it immediately borrowed large sums 
on mortgages and that the subsequent 
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failure to pay any installments on the 
stockholders’ notes could have been 
foreseen. The transactions amounted to 
a tax-free transfer for stock and tax- 
payer has the lower basis. Aqualane 
Shores, Inc., CA-5, 8/13/59. 


Spinoff had business purpose. A corpo- 
rate automobile dealer owned all of the 
stock of a realty corporation which 
owned the building in which the parent, 
the dealer, operated. Later, all of the 
stock of the wholly-owned real estate 
subsidiary was transferred to a newly 
created subsidiary, and the new sub- 
sidiary’s stock was immediately trans- 
ferred out to the sole stockholder of 
the dealer. This was done primarily to 
enable the stockholder to meet his obli- 
gations under a divorce settlement. Al- 
though the plan followed the form of 
a nontaxable spinoff, the Tax Court 
held the plan had no business purpose 
and was a taxable dividend distribution 
to the stockholder. This court reverses. 
If the stock of the dealer corporation 
had transferred in the divorce 
settlement, the franchise might have 
been lost because of the divided owner- 
ship. The spinoff served the business 
purpose of keeping 100% of the owner- 
ship of the dealer corporation in tax- 
payer. Bondy, CA-4, 8/5/59. 


been 


Subsidiary was created for business pur- 
poses; surtax and earnings credits al- 
lowed [Acquiescence]. A meat merchan- 
dising corporation acquired a frozen 
food franchise on the condition that it 
create a separate company to distribute 
the frozen food. It delayed, but after 
threats to cancel the franchise, it incor- 
porated taxpayer as its wholly-owned 
subsidiary to carry on the frozen food 
operations. The Tax Court found that 
the major purpose for the creation of 
taxpayer was not the securing of a sur- 
tax exemption, excess profits tax credit, 
or accumulated earnings credit. At issue 
were the years 1953 (1939 Code) and 
1954 (1954 Code). Sno-Frost, 31 TC 1058 
acq. IRB 1959-30. 


Preliminary steps deemed construction; 
corporation collapsible. Taxpayers were 
stockholders in a corporation formed to 
construct an apartment house. The cor- 
poration purchased land, employed an 
architect who drew plans for the build- 
ing and a mortgage broker who made 
application for FHA financing. Tax- 
payers then entered into an agreement 
with outsiders to sell them the stock 
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IT Is BEING REPORTED that the Treas- 
ury intends to urge Congress at the 
next session to amend the Code to 
deny to corporations that have made 
an election under Subchapter S the 
right to have a qualified pension or 
profit-sharing plan. While the Treas- 
ury has issued no statement on this 
point, it may be supposed that its 
like its opposition to 
Simpson-Keogh legislation, is based 
on its fear that it will greatly reduce 
revenue. Since the opportunity to 


opposition, 





IRS WOULD BAR PENSIONS IN SUBCH. S CORPORATIONS 


obtain pension benefits and yet pre- 
serve the tax advantages of a part- 
nership has been one of the most at- 
tractive features of a Subchapter-S 
corporation, this proposal, if actually 
put before Congress, is certain to 
raise a storm of protest. However, 
tax advisors considering an election 
cannot afford to ignore the possibil- 
ity of Treasury success, although it 
would seem unlikely that a prohibi- 
tion would be enacted to have retro- 
active effect. 








upon approval of the FHA loan. The 
loan was authorized whereupon tax- 
payers sold their stock at a gain of 
$36,000. The Tax Court finds this to 
be a collapsible corporation and treats 
taxpayers’ gain as ordinary income. The 
court decides that the preliminary steps 
taken by the corporation constituted 
construction for purposes of determin- 
ing whether this was a collapsible corpo- 
The court finds that the in- 
crease in the value of the stock was en- 
tirely attributable to the preliminary 
steps and the FHA approval. Sterner, 32 
TC No. 106. 


ration. 


Transaction was merger; no step up in 
basis. On a prior appeal of this case, 
the Fifth Circuit ruled as a matter of 
law that the merger of a subsidiary into 
taxpayer was not an independent trans- 
action, but the concluding step in a 
series of steps to effect a merger. This 
court finds that taxpayer’s basis for the 
timber acquired in the merger was the 
cost of the subsidiary’s stock. Georgia- 


Pacific Corp., DC Ga., 8/5/59. 


*“Dividends” paid pursuant to contract 
denied 85% credit. Taxpayer is a finance 
company. The unpaid balances of its 
loans were insured under credit insur- 
ance issued by an insurance company. 
Taxpayer bought all the preferred stock 
of the insurance company under a plan 
which required the insurance company 
to pay 90% of the net profit on this 
credit as dividends on the 
preferred stock. The court denies the 
85% intercorporate dividend credit on 
these The transaction was 
a sham which may be ignored for tax 
purposes. In the alternative, the court 
holds that the profits on these policies 
never became part of the surplus of the 
insurance company from which divi- 


insurance 


dividends. 


dends could be paid. Liston Zander 
Credit Co., DC Tex., 8/11/59. 


Corporate distribution preceding liqui- 
dation treated as a dividend. A Cuban 
corporation which liquidated in Decem- 
ber 1952 distributed $150,000 to its 
American shareholders in June of that 
year. The shareholders maintained that 
the June distribution was in effect a 
liquidating dividend entitling them to 
capital gains treatment. The court how- 
ever, finds that the distribution was a 
mere distribution of profits without in 
any way affecting the capital of the 
corporation or its ability to continue its 
business, even though there was an in- 
tention to liquidate at a later time. Ac- 
cordingly this distribution is held an or- 
dinary dividend. Shore, TCM 1959-166. 


Election for one-month liquidation not 
revocable. Under the elective provisions 
of the “one-month” liquidation rule 
(Section 333 o fthe 1954 Code) prop- 
erty of a corporation received in 
liquidation is taxed as a dividend to the 
extent of the corporation’s earnings and 
profits. The balance of the liquidation 
gain is, under certain conditions, de- 
ferred. Taxpayer elected to proceed 
under this section in liquidating his 
wholly-owned corporation, but later dis- 
covered that the surplus shown on the 
books was less than the earnings and 
profits for tax purposes because the ac- 
countant had written off $50,000 good- 
will. As a result, the amount taxed as 
an ordinary dividend was $50,000 more 
than taxpayer had expected. The dis- 
trict court refused to permit him to 
revoke his election, and this court 
affirms. His mistake as to the amount of 
earnings and profits was one of law for 
which no relief can be granted. Ray- 
mond, CA-6, 8/4/59. 


Redemption by corporation, in lieu of 
stockholder purchase, not a dividend, 
Each of two brothers owned 50% of the 
stock of a corporation, subject to an 
agreement which provided that upon 
the death of one, the survivor would 
either purchase all of the stock of the 
deceased at its fair market value, or 
vote his stock for liquidation of the 
corporation. One brother died and the 
corporation redeemed all of the de- 
ceased’s stock for valid business reasons 
thereby relieving the survivor of his 
personal obligation under the agree. 
ment. The redemption by the corpora- 
tion of all of its stock held by the 
estate is held not to constitute a con- 
structive dividend to the surviving 
stockholder. The IRS notes that this 
situation is distinguishable from three 
other cases in which it argued for divi- 
dend treatment. In Wall (164 F.2d 462) 
one stockholder had purchased the stock 
of the other, so that he was the only 
stockholder when the corporation re- 
deemed his newly acquired shares and 
paid for them by satisfying his personal 
note to the former stockholder. In Hol- 
sey (258 F.2d 865) though the Tax 
Court had found the redemption of one 
stockholder’s shares a benefit to the 
other and so taxable, the Third Circuit 
reversed on the ground that the bene- 
fit was too indirect to support a divi- 
dend tax. The IRS noted that it has an- 
nounced it will follow this decision 
(Rev. Rul. 58-614). In Endenfield tax- 
payer purchased some of the shares of 
a corporation and concurrently the cor- 
poration redeemed other shares. The 
Tax Court held (19 TC 13) for the tax- 
payer. Since the IRS is now following 
the Holsey rule that redemption of one 
shareholder's stock is not a taxable divi- 
dend to the other, and since the remain- 
ing stockholder in the situation here 
ruled upon, was never the owner of the 
redeemed shares, the redemption is not 
a dividend to him. Rev. Rul. 59-285. 


Construction firm deemed collapsible. 
Taxpayers sold their stock ‘in a corpora- 
had constructed an FHA- 
financed apartment house. The Tax 
Court decides that this was a collapsible 
corporation and taxpayers’ gain on the 
sale of its stock is ordinary income. The 
court is unmoved by taxpayers’ conten- 
tion that the sale was prompted by 
shareholder disharmony since the stock 
was sold before any rental income was 
realized and decision to sell preceded 
completion. Sterner, 32 TC No. 106. 
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8.2524: THE FIRST STEP TOWARD CONTROL OF 
STATE TAXATION OF INTERSTATE BUSINESS 


Tax men for interstate businesses re- 
alize that the S. 2524, being the first 
Federal restriction on state taxation of 
interstate business, is important not 
only for the restraints it now places 
on state taxes but also as the first action 
by Congress to clear up the huge prob- 
lem of multiple taxation of businesses 
that cross state lines.. We devote our 
columns this month to two articles on 
this subject. The first is concerned with 


the new law itself, the problems and 
ambiguities already evident in its brief 
provisions. The second points out the 
numerous important and pressing prob- 
lems in state taxation with which the 
courts have struggled unsuccessfully for 
years but for which Congress paid no 
attention in drafting S. 2524 and con- 
cludes with the hope that continuing 
of the problem 
will result in broader legislation. 


Congressional study 


New Federal limitation on state taxes 


is vague, inequitable; 


yg BEFORE THE PRESIDENT signed 
S. 2524, the new Interstate Tax 
Limitation Act, on September 14, busi- 
nessmen were criticizing it as so vague as 
to guarantee endless litigation and so 
written as to invite easy avoidance. State 
tax administrations saw it as fostering 
inequity among the states in the alloca- 
tion of tax revenues from _ interstate 
business. It seems universally conceded 
that when the House Judiciary and 
Senate Finance Committees restudy the 
problem, as they are called upon to do 
under the terms of the Act, that sub- 
stantial revisions will be made. 

The new law contains two major 
parts. Title I establishes a minimum 
standard defining the outside limits of 
the powers of the states in reaching, 
and taxing, net income derived from 
interstate commerce. Title II directs the 
House Judiciary Committee and the 
Senate Finance Committee to make a 
full study of the entire question of “all 
matters pertaining to the taxation by 
the states of income derived within the 
states from the conduct of business ac- 
tivities which are exclusively in further- 
ance of interstate commerce or which 
are a part of interstate commerce,” and 
to recommend legislation providing uni- 
form standards for such taxation before 
July 1, 1962. 

Under Title I, a state, county or city 


chan ges foreseen 


can not impose a net income tax on an 
out-of-state taxpayer engaged solely in 
interstate commerce if its business ac- 
tivity within the taxing state consists 
of no more than the solicitation of 
orders by the taxpayer (or his repre- 
sentative) for the sale of tangible per- 
sonal property, which orders are sent 
outside the state for approval or re- 
jection and are filled by shipment or 
delivery from a point outside the state. 
Thus, mail order, newspaper and maga- 
zine advertising, as well as solicitation 
salesmen not having an 
office in the state [if not supplemented 
by in-state activities] are all businesses 
beyond the reach of state net income 
taxes. The Act also exempts the solici- 
tation activities of “missionary men” on 
behalf of the local wholesaler or jobber 
of an out-of-state taxpayer (provided 
filled as 
aforesaid without the state). However, it 
is provided that sales activity can be 
carried on locally by an independent 
contractor who maintains an_ office 
within the taxing state, as long as such 
independent contractor is, in effect, a 
non-exclusive agent. 

Thus, in general terms, the Congress 
has simply stated that certain selling 
methods will not, in themselves, sub- 
ject an out-of-state taxpayer to state in- 
come taxation. The Act is made retro- 


or sales by 


the wholesaler’s orders are 
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active in the sense that assessment of 
this kind of tax after the date of en- 
actment of the Act is prevented, al- 
though any assessment previously made 
can be collected notwithstanding the 
Act. 

The Act raises three principal ques- 
tions: (1) What are the areas outside its 
scope? (2) What are the problems of 
interpretation raised by its provisions? 
and (3) To what extent is it a perman- 
ent solution to the problem? 

It is evident that S. 2524, both 
explicitly and by omission, fails to 
cover a wide variety both of taxes and 
interstate activity. For example, a state 
can clearly continue to impose a net 
income tax on interstate businesses in- 
corporated in the taxing jurisdiction. 
The states can continue to tax income 
from the sale of anything other than 
tangivle personal property, such as 
stocks and securities, advertising space, 
radio and television time and similar 
items. Rendering services, as distinct 
from making sales, will give rise to tax- 
able income. The carrying on of intra- 
state commerce within a taxing jurisdic- 
tion, such as the maintenance of a ware- 
house or of inventories from which 
orders are filled within the taxing state, 
or the acceptance of orders within the 
state by representatives, will undoubted- 
ly submit the taxpayer to local net in- 
come taxation. Consignment sales will 
bring tax; passage of title conditionally 
by an out-of-state seller will not invoke 
the specific statutory protection of S. 
2524. Most importantly, the Act does 
not limit the power of a state to im- 
pose on a foreign corporation any tax 
other than a net income tax (such 
as property taxes, sales taxes, or use 
taxes). The Act specifically prohibits 
franchise or privilege taxes which are 
measured by net income. This type of 
net income tax had previously been 
outlawed by the Supreme Court. 

The language of S. 2524 presents 
ambiguities which will undoubtedly 
give rise to litigation. A particularly 
vexing question is sure to be what is 
a formal office. Does a hotel room hired 
for a temporary display of wares so 
qualify? Does the office in a salesman’s 
home, out of which he informally 
operates, qualify? What about a tele- 
phone listing but no actual office space? 
Furthermore, at what point does the 

fabrication and installation of tangible 
personal property under a guarantee be- 
come “servicing” in addition to “sell- 
ing”? For that matter, what law is going 
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to determine what is in fact tangible 
personal property—state or Federal? 


Utah position 


Some state tax administrators have al- 
ready commented on the application of 
the new law to their states. The Utah 
Tax Commission has said: “This new 
federal law will limit the application of 
our law, and it will be a guide as to 
how far we can go in connection with 
imposing the tax. . . . We had planned 
to impose the tax on corporations that 
maintained Utah resident salesmen 
working out of their homes, who did 
nothing but solicit orders in Utah for 
acceptance outside of the state. As we 
understand it, this new federal law will 
prohibit us from imposing the tax on 
such a corporation. 

“The primary purpose of our new 
Corporation Income Tax Law was to 
impose the tax on certain airline com- 
panies and telephone and telegraph 
companies whose activities are purely 
interstate in nature. This new federal 
law will not prohibit us from imposing 
the tax because it deals with the sales 
of tangible personal property only, and 
furthermore, the above-mentioned com- 
panies have offices and many employees 
in the State.” 

Although it has been predicted by 
observers that some states may test the 
constitutionality of S. 2524, it would 
seem that the power of Congress to 
legislate in this field cannot be seri- 
ously questioned. More likely to succeed 
would be a state assault on that provi- 
sion of the new law which prevents the 
assessment of tax for years prior to en- 
actment of the law. During Senate de- 
bate, several Senators challenged the 
power of Congress to withdraw from the 
states retroactively a right to assess taxes 
for past years under the clear authority 
to do so given to them by the Supreme 
Court. Undoubtedly, some states will at- 
tempt to assert their right to assess and 
collect taxes for prior years, notwith- 
standing the specific provisions of S. 
2524 with respect to the cut-off date. 

The Act affords interstate sellers the 
opportunity to shift their operations as 
to minimize their liability to state in- 
come taxation. A principal objective, of 
course, will be to limit sales offices to 
regional centers soliciting several states, 
preferably in those states which do not 
have income taxes. Consignment sales 
should be avoided, non-exclusive agents 
should be employed and resident sales- 
men should not be allowed to operate 
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in such a manner that they can be ac- 
cused of maintaining a local office. 


Recent cases 


Observation of the remarkably ex- 
peditious journey of S. 2524 through 
Congress indicates that the committees 
of the Congress were powerfully im- 
pressed by the arguments of small 
business and various trade associations 
that they faced heavy multistate taxa- 
tion under the now famous North- 
western Cement and Stockham Valves 
cases.1 There the Supreme Court held 
that out-of-state taxpayers, maintain- 
ing sales solicitation offices within 
Minnesota and Georgia, were subject 
to a non-discriminatory state tax; there 
was a sufficient local nexus or activity 
to satisfy the requirements of due 
process. Since prior to these cases, it was 
generally assumed that out-of-state 
sellers would be liable for the net in- 
come tax of a state if they maintained 
a manufacturing, a warehouse or stor- 
age facilities, or otherwise conducted 
intrastate business within the taxing 
state, it did not appear, factually, that in 
these cases the Supreme Court did much 
more than extend the meaning of local 
business activity to include the main- 
tenance of a sales solicitation office 
within the taxing state. This was, as a 
matter of fact, a result that had been 
foreshadowed by prior cases.2 However, 
the decisions contained broad language 
indicating that the nexus requirement 
might be met by minimal solicitation 
efforts within a taxing jurisdiction—a 
possibility raising a spectre of multi- 
state income taxation that considerably 
alarmed the business community. 

In three cases disposed of shortly 
after the Northwestern Cement and 
Stockham Values decisions, the Supreme 
Court took action which reinforced the 
conclusion that the door was now open 
to income taxation by all states of con- 
sumption of interstate goods. In a per 
curiam decision without opinion, the 
Court held that an interstate motor 
carrier was liable for the North Caro- 
lina income tax, even though it main- 
tained no office in North Carolina.? In 
a pair of cases arising from the Supreme 
Court of Louisiana, the Supreme Court, 
by denying certiorari, left standing de- 
cisions which appeared to authorize the 
imposition of a state net income tax on 
an out-of-state corporation even though 
the taxpayer did not maintain an office 
in Louisiana, limiting its sales efforts to 
mere solicitation of orders or to mission- 


ary activity. From the disposition of 
these cases, it was widely felt that mere 
solicitation of orders, without more, 
was sufficient to subject the company to 
the state’s taxing jurisdiction. 

The clamorous reaction to these de- 
cisions by many businessmen and trade 
associations resulted in the Senate Fi- 
nance Committee and the Senate Select 
Committee on Small Business holding 
various hearings on the problem which 
culminated in the passage of remedial 
legislation in S. 2524. 

It is evident from the Senate debate 
that Chairman Byrd of the Senate 
Finance Committee was most impressed 
by these arguments. At the same time, 
it is equally apparent that the state tax 
administrators were tardy in opposing 
this legislation. Since the effect of this 
act will be to permit many out-of-state 
activities to escape income taxation en- 
tirely by the simple elimination of sales 
offices—notwithstanding the volume of 
business done within the state—it may 
be assumed that the forthcoming studies 
of the Judiciary and Finance Commit- 
tees will encounter strong state pressure 
for substantial revision of this Act. In 
particular, it may be assumed that the 
tax administrators will produce figures 
showing that the compliance costs aris- 
ing out of the Northwestern Cement 
and Stockham Valves decisions will re- 
sult in no appreciable increase in previ- 
ously established burdens. 


Law needs changes 


That the states may, as a practical 
matter, find that this law is not too 
great a restriction on their revenue-rais- 
ing powers, is foreseen by some practi- 
tioners. Joseph A. Maun, who had com- 
mented on this problem in_ these 
columns before (see his article in the 
May 1959 issue on the problems raised 
by the Stockham Valves and Northwest- 
ern States decisions) thinks that the new 
law does not go far enough. Many com- 
panies, he says, must maintain a sales 
office within all the states where they 
carry on an interstate business. State 
courts can effectively emasculate the 
real purpose sought to be accomplished 
by this Act merely by determining as a 
question of fact that the soliciting sales- 
man actually is domiciled within or is a 
1 Northwestern States Portland Cement Co., 358 
U.S. 450 (1959); Stockham Valves & Fittings, 
Inc., 358 U.S. 450 (1959). 
2Cf., e.g., West Publishing Co., 328 U.S. 823 
‘ere WNC Transportation Co., (decided March 


2, 1959). 
4 Brown-Forman Distillers Corp., 359 U.S. 28 


(1959); International Shoe Co., 359 U.S. 984 
(1959). 
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resident of the consuming state. The 
State courts, as Chief Justice Stone ob- 
served in Berwind-White Coal Mining 
Co., 1943, 309 U.S. 33, 45, are likely to 
hand down decisions which, to the ex- 
tent that the burden falls on economic 
interest without the state, are not like- 
ly to be alleviated by those political re- 
straints which are normally exerted on 
legislation or decisions which adversely 
affect interest within the state. 

“The new Act,” Mr. Maun continues, 
“also does nothing to prevent double 
taxation of the same income by several 
states. I pointed out this problem to 
Senator McCarthy (Minnesota) before 
the legislation was enacted. The Sena- 
tor’s answer to that problem, and I am 
quoting from a letter from him, was as 
follows: 

“In the course of the debate, the 
question of taxing more than 100% of 
income was raised but no specific case 
was cited. I am quite sure that if such 
a situation were to develop, the courts 
would certainly correct it.’ 

“Mr. Justice Clark, who wrote the 
majority opinion for the Court was not 
so certain that the courts would take 
care of the matter as was Senator Mc- 
Carthy. 

“It will be remembered that in the 
majority opinion which Justice Clark 


wrote in the Norihwestern States Port- 
land Cement Company case, he made 
the following statement with reference 
to the fact that apportionment formulas 
are designed to prevent taxation of the 
same income more .than once by sev- 
eral states: 

“*Logically it is impossible, when the 
tax is fairly apportioned, to have the 
same income taxed twice. In practical 
operation, however, apportionment for- 
mulas being what they are, the possibil- 
ity of the contrary is not foreclosed, 
especially by levies in domicilary 
states.’ 

“It can readily be seen that the 
present legislation leaves a lot to be 
desired. The most that can be said of 
it,” Mr. Maun concludes, “is that it will 
remove for the time being, the threat 
of an income tax upon the profit from 
sales produced from the typical drum- 
mer-type of activity. In the May, 1959 
article in the JOURNAL OF TAXATION, it 
was said that if solicitation standing 
alone may constitute the subject upon 
which a tax upon interstate commerce 
may be imposed, then there would seem 
to be no limit beyond which state taxa- 
tion may expand. The new act places 
some restrictions on the states. I seri- 
ously doubt that they are 
enough.” Reuben Clark. 
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More comprehensive law needed 


to cure state tax muddle 


by PAUL F. MICKEY and GEORGE B. MICKUM, III 


._ RECENT LEGISLATION limiting the 
powers of the States to tax income 
from sales of property in interstate com- 
merce, S. 2524, is monumental in prin- 
ciple but of insignificant effect, at least 
in terms of the overall problem of state 
taxation confronting interstate business. 
That Congress should finally enter an 
appearance and assert its authority in 
this field to any degree is an historic 
event. But the exercise of that author- 
ity has as yet only touched the outer 
periphery of the big muddle of state 
taxation of interstate commerce. 

S. 2524 deals only with net in- 


come taxes, and applies only where 
there is no “local activity” by the in- 
terstate business within the taxing state, 
such as maintenance of an office, ware- 
house, 


or manufacturing facilities. 


Therefore it does not undo anything 
done by the Supreme Court in the 
Northwestern Cement and Stockham 
Valves cases—or in any other decisions. 
In those cases the out-of-state business 
maintained an office within the taxing 
state, and the businesses therefore would 
be taxable even under S. 2524. The 
effect of the law is merely to draw a 
temporary line beyond which the 
Supreme Court may not allow the 
States to go, pending further study by 
Congress. 

It is the study provision which has 
real significance. But here again is a 
limitation: the provision for study by 
the Senate Finance and House Ways 
and Means Committees is limited to the 
taxation by the States of income from 
interstate business. There is serious 
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question whether this authority em- 
braces taxes on capital stock, even 
though measured in part by sales, and 
it certainly does not include property, 
sales and use, or license taxes. 

There is unquestionably a great need 
for comprehensive legislation to re- 
store order to state taxation of inter- 
state business and to prevent undue 
burdens from such taxes. The decisions 
in Northwestern Cement Company and 
Stockham Valves and Fittings and E. T. 
and W. N. C. Transportation Company 
were merely the natural culmination of 
a long series of cases gradually narrow- 
ing the area of immunity of interstate 
commerce in relation to all types of 
state taxes. The principal approach of 
the Supreme Court has been to discover 
a local activity of the interstate business 
within the taxing state which consti- 
tutes an intrastate business upon which 
the state tax could be based. Such local 
activity for example includes: manu- 
facturing (International Harvester Co. 
v. Evatt 329 U.S. 416); house-to-house 
distribution of natural gas after im- 
portation from out of state (East Ohio 
Gas Co. v. Tax Commission, 283 U.S. 
465); domicilé of the taxpayer corpora- 
tion (Northwest Airlines v. Minnesota, 
322 U.S. 292); printing of matter to be 
circulated in interstate commerce (West- 
ern Livestock v. Bureau of Revenue, 
303 U.S. 250); maintenance of pumping 
stations within the state on a purely in- 
terstate pipeline (Memphis Natural Gas 
Co. v. Stone, 335 U.S. 80). This list of 
illustrations could be expanded at great 
length. 

Having found a taxable local activity 
the problem considered by the Court 
has been whether the state statute taxes 
only that tocal activity or goes beyond 
to impinge upon interstate activity. 
This particular approach has been most 
widely used in considering the validity 
of state privilege taxes, since the state 
has the right to grant or withhold the 
privilege of doing only local business 
but has no right to tax the privilege 
of doing interstate activity. Michigan- 
Wisconsin v. Calvert, 347 U.S. 165. 

Another line of cases has involved the 
effort of the Court to permit states to 
tax, On an apportionment basis, the 
actual conduct of interstate business 
within the state’s borders. For example, 
in Central Greyhound Lines v. Mealey, 
334 U.S. 653, the court invalidated a 
gross receipts tax on the Greyhound 
Company because it had not been ap- 
portioned but said that the tax could 
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{[Mr. Mickey is a partner in Steptoe & 
Johnson, Washington D. C. law firm. 
Mr. Mickum is associated with the same 


firm.]} 





be fairly apportioned to the business 
done within the state and suggested that 
the apportionment might be made on 
the ratio of mileage within the state to 
total mileage of the company. The re- 
cent Supreme Court cases fall within this 
category, although it was recognized in 
these decisions that the apportionment 
formula was not contested. See the same 
result in a property tax case Wisconsin 
& M. R. Co. v. Powers, 191 U.S. 379. 


Multiple burden 


The desire of the Court to sustain 
state taxes wherever possible coupled 
with its admitted inability to prescribe 
workable rules for restricting each state 
to a tax which reaches only its share 
of the total interstate activity, has placed 
a great burden on commerce between 
the states. The same income or prop- 
erty is frequently taxed by more than 
one state. Such a duplicate tax on the 
same activity results from many pos- 
sible situations: 

1. The Court permits a property tax 
on all corporate property by the state 
in which a corporation is chartered 
and domiciled and also permits each 
of the various states across which any of 
the same property travels in the course 
of interstate commerce to tax an aliquot 
part of it again. See Northwest Airlines, 
supra, and Braniff Airways v. Nebraska 
State Board, 347 U.S. 590. 

2. One state may impose a so-called 
property tax which is measured by gross 
income from interstate traffic originat- 
ing and ending within that state while 
other states through which the same 
traffic passes may impose a property tax 
measured by gross receipts apportioned 
according to mileage traveled within 
their borders. See Railway Express Co. 
v. Virginia, 358 U.S. 434 and Wisconsin 
& M. R. Co. v. Powers, supra. 

3. One state may impose a net in- 
come tax while another state may im- 
pose a gross income tax (a gross income 
tax, even though properly apportioned, 
will be an additional burden upon in- 
terstate commerce since it is collected 
profitability). North- 
western Cement Co., supra, and Maine 
v. Grand Trunk Railway, 142 U.S. 217 
and Western Livestock, supra. 


irrespective of 


4. One state may impose a sales tax 
upon the purchase of gasoline to be 
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used by buses, trucks or airplanes in 
interstate commerce while another state 
taxes the same gasoline on the basis of 
its use on that state’s highways. See 
Eastern Air Transport v. South Caro- 
lina, 285 U.S. 147 and Bingaman v. 
Golden Eagle Western Lines, 297 U.S. 
626. In the transportation field, dupli- 
cate taxation results when states through 
which a bus or truck travels requires 
payment of the full license fee at the 
same rates paid by an intrastate opera- 
tor even though the vehicles taxed are 
engaged primarily or almost exclusively 
in interstate business. See Captal Grey- 
hound Lines v. Brice, 339 U.S. 542. 
(About one-third of the states have 
voluntarily prorated the license fees of 
interstate vehicles.) 

The in Northwestern Ce- 
ment Company perhaps compounded 
the problem of duplicate taxation. Mr. 
Justice Clark there reiterated the rule 
that the taxpayer may not attack a 
statute upon the ground of multiple 
burden except by a showing that it is 
actually subject to such a burden. The 
fact that the tax is of a nature which 
may in fact permit other states to tax 
the same income is not persuasive. (Al- 
though it seemed to have been highly 
persuasive to Mr. Justice Clark in Mich- 
igan-Wisconsin Pipe Line Co. v. Cal- 
vert, supra.) Thus the Court has served 
notice that it will not approach this 
problem on a broad basis. In so far as 
multiple taxation of interstate 
merce is concerned, each taxpayer must 
litigate its Own case, must prove the 
cumulative effect of all of the similar 
taxes to which it is subject, with their 
various apportionment formulae, and 
must be in position to say which for- 
mulae are valid and which are not. And 
S. 2524 leaves this problem complete- 


decision 


com- 


ly untouched, even within the restricted 
area it purports to cover, by excluding 
from its protection any corporation or- 
ganized under the laws of the taxing 
State. 


Difficulty of Judicial restraint 

The task of protecting an extensive 
interstate activity from disproportionate 
and duplicate taxes by means of judicial 
restraint is almost a practical impossi- 
bility. In any given state there may be 
half a dozen different types of taxes: 
license, privilege, fuel, sales and use, 
gross receipts, net income, property, 
etc. The terms and definitions in any 
particular type of tax vary from state 
to state. The report of. the Select Com- 


mittee on Small Business, Senate Re. 
port 453 (p. 3), illustrated this by point- 
ing out that “almost every one of the 
35 income taxing states use a different 
definition to cover the term ‘sale’.” In 
deciding whether a particular tax is 
valid as imposed upon and apportioned 
to its interstate activity, a business must 
look to the state and federal decisions 
in litigated cases and the Supreme Court 
itself has said in a number of opinions 
that these are in hopeless confusion and 
conflict. (Note that the opinion in the 
Northwestern Cement case quotes Wis- 
consin v. J. C. Penny Co., 311 U.S. 435, 
445 to say that “there is a need for clear- 
ing up the tangled underbrush of past 
cases.”) Moreover, if the business should 
succeed in contesting the imposition of 
an invalid levy it faces the probability 
that the state will impose a new tax 
which attempts to reach the same busi- 
ness through another channel. There- 
fore it will incur the expense of litiga- 
tion without real ultimate benefit. 


Apportionment needed 


This duplication in state taxes on 
the same businesses, the tremendous 
number of different taxes which are im- 
posed by the same state, and the lack of 
uniformity among the 
same type of tax imposes a burden upon 
persons wishing to engage in interstate 
commerce which is in fact restrictive. 
The Supreme Court has on numerous 
occasions indicated that the matter is 
not susceptible of judicial solution and 
that Congress should prescribe some 
workable policy. See Northwest Air- 
lines, supra, and the opinions of Justice 
Clark and Justics Frankfurter in North- 
western Cement. It is obvious that effec- 
tive congressional regulation requires a 
policy embracing all types of state taxes. 
It will be of no great assistance to inter- 
state commerce if states are restricted in 
one area and left free to compensate for 
the restriction by impositions in other 
areas. 

Moreover, it is virtually impossible 
to draft a statute dealing wholly with 
net income taxes which would correct 
the situation in which interstate busi- 
ness is now placed. It is highly doubtful 
that a majority of the Senators and 
Congressmen would subscribe to the 
thesjs that an interstate business should 
pay no taxes when it maintains exten- 
sive operations within the state in fur- 
therance of that business, such as the 
maintenance of a large branch sales 
office, a sizable storage facility or manu- 
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facturing activities. The Northwestern 
Cement Company, Stockham Valves and 
E. T. & W. N. C. Transportation Co. 
decisions caused surprise and aroused 
concern because they permitted taxa- 
tion when the activity by the interstate 
business within the taxing state was so 
small that it theretofore had not been 
considered a proper basis for state taxa- 
tion. They were the final straw upon an 
already sizable burden. To prescribe the 
exact size of an office or a warehouse or 
a manufacturing plant or number of 
employees which will demarcate be- 
tween taxability and nontaxability of 
interstate commerce is highly imprac- 
ticable. Moreover, the size of these ac- 
tivities in many cases may not be a 
real measure of the contribution of 
activities within the taxing state to the 
interstate income. 

If interstate commerce is to pay its 
way, all states in which the business is 
done should share by apportionment 
in the revenue irrespective of the loca- 
tion of offices, factories and warehouses. 
States in which physical assets are lo- 
cated may be specially compensated by 
property taxes, with an apportionment 
as to movable properties. Consequently, 
it seems that Congress must seek a 
method of apportioning taxes from in- 
terstate activity among the various 
states from which the activity is carried 
on. And any thorough study of the 
problem should be directed to that end. 

For example, Congress might pre- 
scribe as a policy that the states could 
not impose any tax upon income of an 
interstate business except a net income 
tax, that each state must use as a meas- 
ure of the income to be taxed the net 
income of the interstate business as de- 
termined for federal income tax pur- 
poses, that the proportion of that im- 
come taxed by any state should be the 
proportion of gross receipts from sales 
within the state to the total sales every- 
where, that the location of a sale should 
in each case be determined by a uni- 
form rule, and that the tax collected by 
any state under this formula should not 
exceed a specified maximum rate. At 
the same time, Congress could prescribe 
that states in which the fixed physical 
assets of an interstate business are lo- 
cated should have the right to impose 
property taxes on fixed assets but at 
rates not to exceed those imposed upon 
the properties of purely local businesses. 
The policy would permit the taxation 
of personal property on an apportioned 
basis, using either income (for busi- 


nesses engaged in manufacturing, sell- 
ing, etc.) or miles traveled within the 
state (for transportation businesses such 
as truck, bus and airline companies). 
License, sales and use taxes should be 
similarly apportioned. 

Beyond question, legislation in this 
field presents technical, economic and 
political problems of harrowing com- 
plexity. Perhaps they are too severe to 
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expect any comprehensive legislation in 
the near future. But the tax problems 
faced by interstate business are also 
severe, and will continue to grow as tax 
rates rise. Therefore, every effort should 
be made to induce the Congress to en- 
large its study with a view toward legis- 
lation that will establish a simpler and 
more equitable pattern for all state 
taxes on interstate transactions. * 





Test audit of taxable sales upheld. The 
use of a test audit where a taxpayer 
failed to segregate taxable from non- 
taxable sales in his records was upheld 
by the Pennsylvania sales tax board of 
review. The board held that the test 
findings, although based on an examina- 
tion of only a small fraction of total 
sales, were reasonably representative of 
total receipts since there was no al- 
ternative method of proof, the time and 
effort of an extended sampling would 
have been unreasonable and the limita- 
tions in range and price of the mer- 
chandise were in themselves restrictive of 
variances and error. Minor defects in 
the audit did not nullify the test find- 
ings, the board said. Anonymous Sales, 
TB of R, Pa., 9/10/58. 


Distribution from mortgaging appre- 
ciated property not a dividend in N. Y. 
Taxpayer owned stock in a corporation 
which refinanced the apartment build- 
ing it owned. Due to the increase in 
real estate values, it was able to obtain 
a mortgage larger than the one then 
outstanding. It used the proceeds to pay 
off the old mortgage and the excess it 
distributed to its stockholders. The 
actual earnings from operations of the 
corporation at that time were equal to 
10% of the distribution. The court 
holds that only 10% is taxable as a divi- 
dend under New York law. The balance 
does not represent realized earnings. It 
was a return of capital to the stock- 
holder. Marx, Ct. Apls. N. Y., 7/8/59. 


Alabama tax on lumber upheld. The 
Alabama severance tax on timber is 20 
cents a board foot if the logs are 
processed into lumber in the state. If 
they are not so processed, the board 
foot per log is estimated, as provided 
by law, by a scale which, both parties 
conceded here, substantially under- 
estimates the lumber footage per log. 
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Taxpayer here processed his logs into 
lumber but kept no record of actual 
footage of lumber produced. He com- 
puted his tax on the number of logs 
converted into board feet by the scale 
used when logs are not processed. The 
court requires him to correct that com- 
putation for the conceded understate- 
ment. It finds reasonable the system 
whereby the mere cutter is, in effect, 
subject to a lower tax than the tax- 
payer who also processes the logs in the 
state. The processor enjoys the privilege 
of doing business in the state to a larger 
extent. Loner Lumber Co., Sp. Ct. Ala., 
7/2/59. 


Fuel tax not a use tax. The Missouri 
Constitution provides a sales or use tax 
on property bought by the state or its 
subdivisions. The City of Springfield 
claimed that under this provision it was 
exempt from the tax on propane used 
in its buses because that tax was laid 
on the use of the fuel. The Court finds 
from the legislative history of the tax 
that it was a supplement to the gasoline 
tax, concededly a tax on the privilege 
of using the highways. It was imposed 
on the act of placing the fuel in the bus 
tanks and was not therefore a use tax 
as that term is generally understood. 
City of Springfield, Sp. Ct. Mo., 7/13/ 
59. 


No sales tax on property transferred in 
merger. Taxpayer's subsidiary was 
merged into it under Delaware law. In- 
cluded among the property title to 
which was so transferred into the parent 
was equipment located in Missouri. 
State officials claimed a sales tax but 
the court finds that the Missouri statute, 
written in terms of a purchase and sale, 
does not cover transfers of title by op- 
eration of law of merger. No sales tax 
is due. National Dairy Products, Sp. Ct. 
Mo., 7/13/59. 
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Taxwise investors buy Treasurys for 


capital gain element in current yields 


by MARTIN M. SPENCER 


Discount prices in current markets for older low-coupon Treasurys makes them 


particularly attractive investments for high-bracket taxpayers and the new law 


deferring tax at refunding adds a new tax lure. Mr. Spencer explains the tax 


advantages of Treasurys and compares them as tax shelters with municipals. 


I* THE LAST YEAR and a half or so, 
while stock prices have been going up 
and up, and dividend yields have been 
going down and down, the reverse has 
been happening in the market for Treas- 
urys. The prices of outstanding obliga- 
tions of the United States have sunk 
to deep discount levels. U. S. bond yields 
have risen to heights rarely attained in 
contemporary times. 

The yield on U. S. bonds is at pres- 
ent much higher than the average yield 
on common stocks. This, it may be 
noted, is the reverse of the usual rela- 
tionship. Whether the public is right to 
bid up stocks and bid down bonds to 
this degree is, of course, hard to say. 
The rationale of the present inverted 
relationship of stock and bond yields lies 
in the expectation of steadily snowball- 
ing dividends, as a result of growth and 
inflation. We can not foretell whether 
future events will justify present prices, 
but we can conjecture that an important 
segment of the financial community may 
take an increasing interest in Treasurys 
in the months to come. 

If Treasurys are considered a good 
buy for economic reasons, inevitably the 
next question is: Can a venture in 
Treasurys be managed so as to get fav- 
orable tax treatment? This is a question 
which the tax practitioner should be 
prepared to answer. 

Before exploring in detail the effect 
of the present yield level on taxability, 
let us consider briefly a new tax ad- 
vantage of Treasurys. Until recently, 
tax on capital gain on a Treasury issue 
could never be deferred beyond ma- 
mirity date. Even if there was a direct 


exchange of an old issue for a new issue 
having a lengthened maturity date, such 
an exchange was never taxfree; there 
was always recognition of gain or loss in 
accordance with the difference between 
basis and the market value of the obli- 
gations received in exchange. 

Public Law 86-346, signed September 
22, authorizes the Secretary of the Treas- 
ury by regulation to grant taxfree status 
to future exchanges which are part of 
a Treasury refunding. Thus, if an in- 
vestor holds an obligation due in, say, 
1964, and if he accepts a Treasury offer 
to exchange the 1964 obligation for, 
say, a 1975 obligation, there will be no 
recognition of gain or loss, even beyond 
1964, so long as the investor holds the 
new issue. 

Consequently, on a continuing long- 
term position in Treasurys, capital gain 
tax may be deferred even beyond the 
maturity dates of present issues. In 
the meantime, of course, there is al- 
ways the possibility that unrealized 
capital gain may be extinguished 
through death, when the basis becomes 
the fair market value. 

The next point that strikes the tax 
man’s attention is that while most U. S. 
bonds yield considerably more than 4%, 
different types of bonds yield this return 
in radically different ways. A recent is- 
sue of 4s yields its return mainly in cur- 
rent cash interest, taxable as ordinary 
income. An old issue of 214s. on the 
other hand, sells at a tremendous dis- 
count. On the purchase price of, say, 
84, the yield is 214 ordinary income 
plus a capital gain of 16 at time of re- 
demption. Bond men will calculate that 


the yield on a discounted 214 @ 8¢4 is, 
say, 4.3%. This means that if the bond 
is purchased at 84 and held to maturity, 
the future yield from interest plus re. 
demption is the same as would be earned 
by putting money away at compound 
interest @ 4.3% for the period of the 
bond. However, in the case of a dis- 
counted 21% purchased at 84, 21% on 
84, or approximately 3% a year, is or- 
dinary income; the balance of the yield 
is capital gain. 

For a taxpayer in a 50% bracket, 
1.3%, of capital gain yield, taxable at 
25%, is the equivalent of 1.95% of ordi- 
nary yield, taxable at 50%. The after- 
tax yield in both instances is the same: 
975%. Thus, for a 50%-bracket taxpay- 
er, the 4.3% bond yielding 1.3% capi- 
tal gain and 3.0% ordinary income is as 
good as a 4.95% bond which yields or 
dinary income only.1 

The attractiveness of capital gain 
yield diminishes for a lower-bracket tax- 
payer, though some attractiveness always 
remains. On the other hand, for a high- 
er-bracket taxpayer, the benefits of capi- 
tal gains are magnified. Thus, for a 
75%-bracket investor, 1.3% capital gain 
yield, taxed at 25%, and leaving .975%, 
after-tax yield, is as good as 3.9% tax- 
able at 75% and likewise leaving .975% 
after-tax-yield. In other words, for a 
75% bracket taxpayer, a 4.3% bond 
yielding 1.3% capital gain and 3.0% or- 
dinary income is as good as a 6.9% bond 
which yields ordinary income only.? 

In view of the foregoing, one might 
think that Treasurys embodying a large 
element of capital gain would be bid 
up to a lower total yield than the Treas- 
urys which have little or none of this 
element. But curiously enough, such is 
not the case at the time of this writing. 
Both types of Treasurys seem to yield 
about the same. From a tax point of 
view, of course, there is much to be said 
for directing buying toward the issues 
which offer large capital-gain yield. 
The long-term investor will thereby ob- 
tain favorable capital-gain rates.% 

The shorter-term speculator, who may 
not hold to maturity, but who is looking 
for a turn in the government bond mar- 
ket over a period of a year or so, should 
also pay particular attention to issues 
which have a special tax attractiveness, 
in addition to possible economic profit. 
Public participation in the Treasury 
market, if it comes, may concentrate on 
both points in the months to come. 

The speculator in Treasurys may, of 
course, finance his operations in part 
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with borrowed funds. Margin require- 
ments on Treasury purchases are very 
low. Ten per cent margin is common; 
five per cent possible. Thus, strangely 
enough, the riskiest speculation in Wall 
Street is in a type of security which the 
unknowing public wrongly regards as 
conservative investment. 


Margin purchases 


The margin speculator in Treasury 
issues goes into this market primarily 
because he anticipates changed econo- 
mic circumstances—easier money, lower 
interest rates, and higher bond prices. 
At the same time, however, it is wise to 
keep in mind tax factors. 

Suppose that a speculator buys with 
borrowed funds $1,000,000 of Treasury’s 
yielding 4.3%. Suppose also that as it 
turns out; future gross gains exactly 
equal interest cost on loans to carry. In 
other words, the speculator is neither 
right nor wrong. For the period that he 
holds the bonds, he breaks even. 

Evidently, if 1.3% of return is re- 
ceived as capital gain, the dollar result 
doesn’t tell the whole story. As against 
$13,000 of annual capital gain, $13,000 
of ordinary interest expense is being 
deducted. The tax on the former usual- 
ly is half the tax benefit of the latter, 
and less than half for an investor whose 
bracket is over 50%. 

If $100,000 of personal funds were in- 
vested in this deal, there could be a tax 
benefit gain of 25% of $13,000 or $3,250 
a year, for a 50%-bracket taxpayer. This 
tax benefit would be in addition to the 
economic return on the personal equity. 

Without question, any such tax gain 
could easily be wiped out by an un- 
favorable economic result, that is to say, 
by the interest cost of his borrowings 
being higher than the gross gains ob- 
tained for the period that the bonds are 
held (which could be to maturity). The 
tax benefits do not by themselves pro- 
vide a justification for a decision to buy 
Treasury bonds on margin. But if such a 
decision has been made for economic 
reasons, certainly tax factors can reen- 
force and direct the decision to the most 
favorable tax result, that is to say, maxi- 
mum possibility of capital gain, as 
against ordinary gross income. 


Bonds to. pay estate tax 


Thus far, we have assumed that a 
capital gain necessarily bears a tax at 
some rate, albeit a favorable rate, as 
compared with ordinary income. How- 
ever, it must not be forgotten that at 


death, an available but unrealized capi- 
tal gain pays no income tax. The bene- 
ficiary merely takes a higher basis at 
date of death. Unrealized capital gain, 
even if an estate tax is due on. it, is 
much better than ordinary income, 
which first pays an income tax, and then 
pays an estate tax on the remainder on 
top of the income tax. 

In connection with taxfree capital 
gains at death, particular mention 
should be made of a very special pro- 
vision which makes it possible to use 
most (but not all) Treasury bonds at par 
in payment of federal estate taxes, if the 
decendent held the bonds at time of 
death. Suppose, for example, that an es- 
tate owes a federal estate tax of $100,- 
000 and holds the same face amount of 
eligible bonds, which have a market 
value of 84. Death automatically made 
the bonds worth 100. No capital gain 
tax is paid on the excess of redemption 
value over cost. 

Suppose that our man, owing a pro- 
spective estate tax of $100,000, has a life 
expectancy of five years, and owns no 
bonds. For him, the prospective yield of 
a 214 @ 84 redeemable in 1970 will be 
not approximately 4.3% but a much 
higher figure, calculated on the basis of 
redemption at par five years hence. (Of 
course, the man could die earlier or 
later; we are speaking of the most prob- 
able yield.) The major part of this prob- 
able yield will be free of even capital 
gain tax. On the other hand, if money 
is borrowed to buy the bonds, the inter- 
est cost will be deductible against ordi- 
nary income. In a 50% bracket, the 
after-tax probable yield comes to over 
to carry would have to be over 9% to 
make such a venture unprofitable! Un- 
doubtedly, in weighing a decision in this 
type of situation, tax advantages would 
414% per annum. Interest cost on loans 
1 The illustration of a 1.3% capital-gain yield 
combined with 3.0% coupon is not overdrawn. On 
the contrary, at the time of this writing (August 
18, 1959), there are yields available which are 
even higher, and much more heavily weighted on 
the capital-gain side. 
2An exact computation of the ordinary-income 
equivalent of a capital-gain yield has to consider 
not only the major advantage of a lower tax rate, 
but also the minor advantage of deferred payment 
of tax. Thus, in a 50% bracket, $1 at 2% a year 
compounds a total yield of .219 in 10 years; less a 
capital-gain tax of 25%, leaves .1643 net. This is 
worth MORE than $1 at 3% paying current 50% 
tax, and therefore compounding a total after-tax 
yield of only .2605 net in 10 years. 

3 Primary dealers in U. S. Government Securities 
make daily computations of exact yields, including 
after-tax yields for a corporation in 52% ordi- 
nary-income, 25% capital-gain bracket. These 
computations are available to institutions. 

4 Suppose a “bank” (as defined in the Code) buys 
$10,000,000 of Treasurys for the account of its 
customer, retains them as collateral for financing 
the purchase, and simultaneously sells them 
(short) for its own account. The bank gets inter- 
est income from financing, offset by (in its case, 
deductible) loss on the short sale. The customer 


gets interest expense offset by capital gain. Be- 
fore maturity, the bank buys the bonds for its own 
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[Mr. Spencer is a Certified Public Ac- 
countant, in practice in Queens Village, 
New York.]} 





seem to tilt the scales quite heavily in 
favor of the purchase of bonds. 

The list of Treasury securities eligi- 
ble for redemption at par in payment 
of federal estate taxes appears in the 
Federal Reserve Bank of New York Ap- 
pendix to Operating Circular No. 17, 
Revised February 18, 1959. Obviously, 
this list is important in evaluating the 
relative worth of different issues, even 
though the speculator may not contem- 
plate obtaining any direct benefit for 
himself from this special tax privilege. 


Payment of interest 

It may be noted that any tax on capi- 
tal gain, if payable, will be due only 
upon sale or redemption. On the other 
hand, interest charges are deductible 
when paid or accrued. In this connec- 
tion the cash basis taxpayer (who does 
not accrue) has to watch the meaning of 
paid. 

In today’s market, interest charges on 
a Treasury margin account may easily 
exceed current cash incomes. The debtor 
is not construed as having paid the ex- 
cess, unless and until he applies to it a 
remittance of cash or the proceeds of 
sales or redemptions. (GCM 23111, 1942-1 
CB 47). This ruling may work to the 
advantage of the debtor, rather than the 
reverse, because in practice he can con- 
trol the year of payment with a view to 
obtaining the maximum benefit from 
the deduction. 

The investor in Treasurys should con- 
sider the peculiarities of the local in- 
come tax system, along with federal in- 
come tax effects. 

In New York state the most important 
point to bear in mind with respect to 


account, simultaneously sells for the account of its 
customer, and thus terminates both its sale and its 
loan. Actually, nobody puts up any money, nobody 
holds any bonds, and there can be no gain or loss 
on the deal, except the tax gain for the customer. 
What is the Commissioner’s position? 

In essence, the Commissioner says that “as a 
matter of substance, the taxpayer does not borrow 
any money, hence there is no debt on which he 
pays interest.” (Rev. Rul. 54-94) The interest 
deduction is therefore disallowed. The First Cir- 
cuit sustained this position on May 21, 1959 in 
the Goodstein and Sonnabend cases. The decisions 
= prior Tax Court rulings to the same ef- 
‘ect. 

Fictitious purchases of Treasurys, financed by 
simultaneous lender short sales, are quite different 
from the type of venture outlined in this article. 
We deal only with real purchases, financed by real 
loans, where the lender takes a risk and protects 
himself by asking for margin, the loan is a call 
loan subject to fluctuating interest, and the eco- 
nomic result for the borrower depends on future 
interest cost as against gross gains obtained for 
the period that the bonds are held. 

On a real margin purchase of Treasurys, involv- 
ing as it does not merely substantial tax benefits 
but real possibility of economic gain (or loss) as 
well, the allowability of the loan interest deduc- 
tion would appear to be beyond question. 
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state tax is that coupon interest on 
United States bonds is exempt, but capi- 
tal gains are not. Thus, the very thing 
that makes a bond attractive federal-in- 
come-tax-wise (namely capital gain) 
makes it unattractive  state-tax-wise. 
However, the state capital gains tax is 
not usually large enough to counteract 
a decision in favor of this type of capi- 
tal gain yield, particularly when allow- 
ance is made for the federal tax deducti- 
bility of the state payment. 

Under New York State Personal In- 
come Tax Regulation 136, interest on a 
United States bond loan is never deduct- 
ible, as it is “interest paid or accrued in 
connection with the ownership of real 
or personal property, current income 
from which is not required to be in- 
cluded in gross income.” Let us return 
to our illustrative speculator who broke 
even between gross gains and loan inter- 
est, but nevertheless benefited because 
capital gain tax was lower than tax 
saved on ordinary-income interest de- 
duction. 

Would it be proper in this situation 
to deduct on the New York State return 
so much of the loan interest as is alloc- 
able to prospective capital gain yield, 
leaving as nondeductible only the loan 
interest allocable to coupon yield? 

Section 361 of the law appears to sup- 
port allocation in principle and casts 
some doubt on the validity of Regula- 
136, which would deny it. How- 
under authority of that Regula- 


tion 
ever, 
the state tax Commission answers 
our question (letter to the writer dated 
June 5, 1959 by Chief, Regulations and 
Interpretations Income 


tion, 


Section, Tax 
Bureau). 

The special tax advantages of Treas- 
urys appeal to some investors. Munici- 
pals appeal to others. 

Coupon interest on municipals (the 
trade name for the obligations of states, 
their subdivisions, and instrumentali- 
ties) is exempt from federal taxation. 
Capital gains are, however, taxable. 

Undoubtedly, interest exemption is 
very attractive to the high-bracket in- 
vestor. The attractiveness remains de- 
spite the fact that it is taken into ac- 
count in the yield to some degree. 

The investor in municipals should, 
however, be on his guard on _ these 
points: 

1. Liquidity of the issue. U. S. obliga- 
tions can always be sold at a moment’s 
notice. The effective round trip cost of 
a venture in Treasurys, assuming no 
change in prices, is at most a third of a 
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dollar pér hundred. (There are, further- 
more, no transfer taxes on governments.) 
There is no question, correspondingly, 
of acceptance as loan collateral. The in- 
vestor in some issues of municipals, on 
the other hand—particularly the small 
investor—may find it more difficult to sell 
his issue than it was to buy it. 

2. Risk of default. The holding of 
Treasury obligations undoubtedly in- 
volves risk, but the risk has to do with 
the future purchasing power of the dol- 
lar itself, rather than with any particu- 
lar uncertainty that obligations to pay 
dollars will not be honored. This risk, 
therefore, pervades the holding of all 
dollar obligations, whether Treasurys, 
municipals, or otherwise. In addition to 
this general dollar risk, however, the in- 
vestor in municipals must also reckon 
with the possibility of local default. 

3. Risk of change in tax law. Exemp- 
tion for local interest is a statutory pro- 
vision. It could conceivably be subject 
to elimination or erosion. 

The margin speculator will find loans 
for municipals less available than for 
Treasurys, and interest costs higher; un- 
doubtedly higher than yield. Even if 
bond prices rise, and capital gains make 
up the difference, the speculator will 


suffer a tax loss on a financial break- 
even. This is because capital gains are 
taxable, but the charge on loans “in- 
curred or continued to purchase or carry 
obligations the interest on which is 
wholly exempt” is nondeductible. (Sec. 
tion 265, IRC). Even though the loan 
charge exceeded interest income, and 
the money was borrowed obviously with 
a view to (taxable) capital gain, as well 
as (exempt) interest income, the entire 
loan charge is plainly nondeductible. 
In view of the preceding, a wave of 
margin buying of municipals hardly 
seems likely, but there could be a re- 
newal of demand, primarily of a non- 
margin, long-term-investment character. 
The general rule might be stated as 
follows: a capital gain element in the 
yield of an exempt issue is a detriment; 
capital gain yield on a (taxable) Treas- 
ury issue is an advantage. The margin 
speculator in Treasurys bought at dis- 
count prices has the prospect of match- 
ing an ordinary-income interest deduc- 
tion against capital gain. Therefore, he 
stands to benefit taxwise, even before 
we consider the chances of outright 
financial gain, arising from a_ possible 
future easing of money rates and a rise 
in bond prices. bs 


Case against tax credits for education, 


and exemption of old-age benefits 


PECIAL PROVISIONS giving tax advan- 
S tages to worthy groups have been so 
long embedded in the law that we rare- 
ly consider the lack of real justification 
for them. For example, what are the 


merits of the tax benefit to those over. 


65? At the recent Tax Institute Sym- 
posium on Income Tax Differentials, 
Stanley Surrey summed it up: 
“Practically by default, Social Secur- 
ity retirement payments were excluded 
from the income tax—in fact, the exclu- 
sion is by Treasury ruling and not ex- 
plicit statutory direction. This exclu- 
sion in turn led to the retirement in- 
come credit granted in 1954 so that non- 
Social Security recipients who received 
investment income after retirement 
could share this tax preference. When 
these benefits are coupled with the ad- 
ditional $600 exemption, in part itself 
traceable to the Social Security situa- 
tion, and the increased medical expense 
allowance for the aged, persons over 65 
become a distinctly favored class under 
the income tax. Thus a married couple 


each over the age of 65, and each quali- 
fying for the retirement and dividend 
credits may receive $6,100 free of tax— 
in other words, the couple may possess a 
capital of $135,000 invested in stock 
yielding a 414% return without income 
tax liability. A young married couple 
with a salary of $6,100 would pay a tax 
of $863.80. Such a distinction seems im- 
possible of justification.” 

Now with all the current concern 
about the American education system, 
it is to be expected that a goodly propor- 
tion of persons prescribing remedies will 
include some tax gimmick—probably a 
proposal that tuition costs be in part 
deductible. This is another proposal 
which looks reasonable on the surface 
yet a little analysis shows that, like 
many another deduction scheme, it gives 
most relief to the highest-bracket tax- 
payers. Furthermore, its effectiveness in 
reducing the number of gifted students 
lost through financial difficulties is com- 
pletely unknown. 

The chief danger in such tax relief 
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schemes is that they may be endorsed 
enthusiastically and uncritically by in- 
terested groups that will sell them to a 
Congress unable to resist pressure from 
either special pleaders or do-gooders. 
This especially when that Congress is 
not too expert in analysis of tax law and 
mightily impressed with the good faith 
of the proponents. 

It is good, therefore, to see that not 
all educators are pushing the tax credit 
nostrum. Louis M. Hacker, until recent- 
ly Dean of the School of General Studies 
at Columbia University, called such pro- 
posals “childish and unrealistic.” He 
came out strongly against it at a recent 
meeting of the Association of American 
Colleges. 

“A proposal for tax credits for per- 
sonal educational expenditures and gifts 
for educational purposes,” Dean Hack- 
er said, “strikes a fundamental blow at 
the tax resources of our economy. If for- 
giveness takes place, either new tax re- 
sources must be developed—in higher in- 
come and corporate tax rates, and thus 
nothing is gained—or an unbalanced 
budget and Federal borrowings inevit- 
ably are the outcome. If we allow for- 
giveness with one hand and increase 
rates with the other, not only does not 
the immediate beneficiary gain; and not 
only are we penalizing those who are 
not beneficiaries or whose incomes are 
so modest that the credit gives them no 
relief for their educational expenses; but 
the colleges and universities gain no- 
thing either. For their financial resources 
are not improved but in fact deteriorate 
as inflation spirals. 

“We must recognize the greater re- 
sponsibility of parents and students in 
the financing of higher education. New 
sources of private scholarship money 
should be tapped. But we have not been 
realistic enough in insisting upon the 
principle of ability to pay and in fact 
the necessity for full payment for what 
essentially is a commodity purchasable 
in the marketplace. 

“As regards young people of talent, 
we have been told, in astronomical fig- 
ures, what large numbers of our talented 
yeuth do not go to college. I question 
these figures if we see the problem only 
as one of financial incapacity. Faulty 
motivation of youth—due both to par- 
ental and cultural backgrounds and in- 
adequate counseling—are part of the 
picture. The desire on the part of girls 
to marry at an early age affects motiva- 
tion sharply. 

“I say that tuition fees should be in- 


creased at least to the rate where direct 


educational costs will be involved (in- 
cluding the doubling of faculty salaries). 
This will release other funds—gifts, en- 
dowments—for pure research and pure 
scholarship. But how to finance.a higher 
fee structure? Financing should take 
place through intermediate and long- 
term loans t~ students, in both under- 
graduate and graduate and professional 
institutions, on the ground that ulti- 
mately improved income or improved 
status should be paid for. The govern- 
ment could participate through the crea: 
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tion of a government corporation guar- 
anteeing such loans, as proposed by 
Senator Jacob Javits last year. 

Further, we must encourage long-term 
saving by parents for educational financ- 
ing just as savings take place for retire- 
ment, emergency health and care of de- 
pendents. It is wrong to tolerate par- 
ental spending for noneducational pur- 
poses while their children are at college 
—cars, expensive fraternity and sorority 
maintenance, long and costly weekends 
and vacations—while they are not paying 
for direct educational costs. * 


New decisions affecting ITER ROTA AT IGA RS 


*Salesman, always traveling, had no 
home. Taxpayer was a manufacturers’ 
representative, covering the western 
states. He served over 200 accounts and 
never stayed in one city more than 10 
days. He made the rounds of his terri- 
tory several times a year. Taxpayer had 
a mailing address at Reno, Nevada, kept 
a bank account anda few personal pos- 
sessions there, but had no regular living 
quarters. The court holds taxpayer had 
no home to be away from, and there- 
fore no deduction for travel expenses 
was allowable. Since taxpayer was in a 
constant travel status, his expenses for 
meals and lodging were merely incident 
to his way of life. His position is to be 
contrasted with the usual case in which 
a taxpayer who travels away from his 
home on business necessarily incurs 
duplicate expenses. James, DC Nev., 
7/23/59. 


Per diem rates for foreign travel item- 
ized. The Service has published its fifth 
supplement to Rev. Rul. 58-453 setting 
forth the maximum per diem rates in 
lieu of subsistance allowed govern- 
mental employees for travel abroad. It 
is the policy of IRS to regard private 
business per diem travel allowances 
which do not exceed government allow- 
ances as “accounted for’ by the em- 
ployee receiving them and consequently 
they need not be itemized by the em- 
ployee on his return. Rev. Rul. 58-453, 
Supplement V. 


Dependency exemption denied; support 
not substantiated. Taxpayer made cer- 
tain payments to his mother, who lived 
with his sister and brother-in-law. The 
Tax Court denies a dependency exemp- 
tion to taxpayer since he could not 
prove that he contributed to more than 





one-half of his mother’s support. Spita- 
leri, 32 TC No. 88. 


Father fails to prove support of either 
of his two children. On the record the 
court finds that the total support fur- 
nished by taxpayer for his two minor 
children who lived with his divorced 
wife did not equal or exceed one-half 
for either child. As a result, the tax- 
payer is denied dependency exemptions 
with respect to his children. Etienne, 
TCM 19599170. 


Commissioner's allocation of auto ex- 
penses to personal use upheld. Tax- 
payer owned and operated several auto- 
mobiles which were used primarily in 
connection with his business as civil 
engineer. In the absence of records 
whereby a segregation of auto expenses 
between personal and business use 
could be made, the court sustains the 
Commissioner’s allocation as against the 
taxpayer's more liberal computation. 
The court also allows a claimed depre- 
ciation deduction on a Buick based on 
a four-year useful life. Harley Estate, 
TCM 1959-165. 


Jury says bass violinist can’t deduct cost 
of car. Taxpayer used his automobile to 
transport his bass violin between his 
Los Angeles residence and the place 
where he worked as a musician. The 
jury finds that taxpayer’s automobile 
and parking expenses are commuting 
expenses, and are not deductible. It 
also finds that traveling costs were not 
increased because taxpayer was trans- 
porting his bass violin. Teague, DC 
Cal., 6/29/59. 


Insurance premiums not an item of 


support where right to change benefici- 
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aries retained. During the year a di- 
vorced father made payments of about 
$575 for the support of each of his 3 
minor children. He contended that in 
addition, premiums paid by him in the 
amount of $425 should be included as 
support for the children. The court fails 
to sustain his contention since the father 
could have changed the beneficiary and 
exercised other rights inconsistent with 
those of the children. It holds that the 
father’s total support per child was 
only $575 which was not shown to ex- 
ceed more than half of the support, and 
he is therefore denied the dependency 
exemptions. Miller, TCM 1959-155. 


Provisional alimony not includible in 
wife’s income. A provisional alimony 
order issued by a local court prior to 
3/1/54 as part of the grant to the wife 
to establish separate residence constitutes 
an order for the payment of alimony 
pendente lite, and does not qualify as a 
decree of separate maintenance. Further- 
more, a refusal by the court after 3/1/54 
to increase the provisional alimony 
award cannot be considered as an “al- 
teration or modification after 3/1/54” 
of the original decree (so that it will be 
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deemed to be a decree entered after that 
date). A decision to leave the order un- 
disturbed does not effect any change. 
Accordingly, none of the amounts paid 
under the order are includible in the 
wife’s income nor deductible by the 
husband. Rev. Rul. 59-248. 


Unreimbursed entertainment expense 
disallowed executive. Taxpayer deducted 
about $6,000 in each of two years for 
entertainment expense and argued that 
they were either non-reimbursed ex- 
penses of the companies he worked for 
or were incurred in his own trade or 
business of being a corporate executive. 
A large portion of the contested amount 
was the cost of a Christmas party, similar 
to those paid for by the company in 
prior years. The Tax Court found the 
questioned expenditures were not re- 
quired by any corporate policy and were 
not proximately or immediately related 
to taxpayer’s business as an executive. 
This court affirms the decision of the 
Tax Court in disallowing the deduction. 
Noland, Jr., CA-4, 6/10/59. 


Landlord can deduct expense of apart- 
ment given rent free; tenant performed 








by: 


thus: 


taxes, duties or consular fees. 


247 Park Ave., New York 17, N. Y. 





Aggressive Executives 


are today increasing materially their 
corporation participation in World Markets 


Shortening distribution channels 
Speeding up service 
Utilizing privileges of foreign-based corporations 


Releasing customer funds for increased purchases 
Improving their competitive position 
Enjoying special income-tax incentives 


Through the facilities offered by the 


olon Free Zone 


The Colon Free Zone is an enclosed area without resident popu- 
lation and retail trade, where goods of all nations may be stored, 
repackaged, manufactured, processed, assembled, labled, graded, 
exhibited, cleaned, inspected, tested, and manipulated in any legal 
manner; sent on to any foreign destination without payment of local 


If you have clients with manufactured products saleable in inter- 
national trade, your file should contain this information. Write to: 


COLON FREE ZONE 
REPUBLIC OF PANAMA 


Box 1118, Colon 
© 777 14th St., N. W., Washington 5, D. C. 








services. The Commissioner disallowed 
taxpayer expenses in connection with 
an apartment house which were at- 
tributable to an apartment occupied 
rent free by taxpayer's sister-in-law. But 
since it was shown that the sister-in-law 
was permitted to occupy the apartment 
rent free in consideration of her direct- 
ing the extensive remodeling work being 
done on the building, and her showing 
and renting apartments, the court over- 
rules the Commissioner and allows the 
claimed expenses. Rolland, TCM 1959- 
161. 


Hurricane damage measured by de- 
crease in value. An independent ap- 
praiser corroborated taxpayer's own 
testimony as to the loss in value of tax- 
payer’s estate after a hurricane. The ap- 
praiser had seen the property two years 
before the hurricane and four years 
after. His testimony was that the $250,- 
000 estate had sustained a 10% diminu- 
tion in value. The court accepts this 
opinion as against that of the govern- 
ment expert who had not seen the prop- 
erty before the casualty. A $25,000 loss 
deduction is allowed. Biddle, DC Pa., 
8/5/59. 


*Union unemployment benefits taxable. 
A rail worker’s union paid “held out of 
service,” i.e., unemployment benefits to 
unemployed members when there was 
not enough work for all union mem- 
bers. The court holds the benefits re- 
ceived by taxpayer in excess of his con- 
tributions to the fund are taxable under 
the broad definition of gross income. 
[The Supreme Court has granted certi- 
orari in the Kaiser case to review the 
related question of the taxability of 
union strike benefits.—Ed.] 
DC Ida., 7/28/59. 


Johnson, 


Only an ordained minister is entitled 
to exclude rental allowance. Neither a 
“minister of music” nor a “minister of 
education” may exclude from his gross 
income the rental value of a home fur- 
nished to him, or a rental allowance 
paid him by a church, if he is not or- 
dained. The fact that he performs some 
of the duties and services relating to 
the office and functions of an ordained 
minister is immaterial. Rev. Rul. 59- 
270. 


Prize in raffle contest taxable; alloca- 
tion of award between owners of ticket 
accepted. Taxpayer bought two raffle 
tickets in her name from the Catholic 
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War Veterans who advertised that they 
would give away a home and Ford auto 
as top prize in the drawing. Taxpayer's 
son paid her the price of one of the 
tickets prior to the drawing. There was 
an understanding between them that 
the son had an interest in the tickets, 
but the precise nature of that interest 
was not spelled out. Taxpayer won first 
prize in 1952 and paid $8,000 to her 
son as his share. The fair market value 
of her total winnings was $25,670. The 
court holds: (1) the prizes were taxable 
income in 1952; (2) the actual division 
of proceeds between taxpayer and her 
son in accordance with their agreement 
is accepted for tax purposes even though 
the agreement might be void and un- 
enforceable; (3) the fact that the tax- 
payer and her son erroneously reported 
a portion of the prizes as income in 
1953, a year not before the court, did 
not entitle them to any offset against 
the liability for the taxable year. Such 
relief, the court points out, should be 
forthcoming by administrative action. 
Dowling, TCM 1959-169. 


Retroactive change of police pay to 
subsistence ineffective [Old Law]. In 


order to make their police officials 
eligible for tax benefits, a municipality, 
after repeal of Code Section 120, (which 
excluded from a police official’s gross 
income an amount received as a “‘sub- 
sistence allowance’), retroactively de- 
signated a portion of salary previously 
received by a police official as “‘sub- 
sistence allowance.” The Service holds 
the designation is ineffective for tax 
purposes since it does not alter the legal 
status of the prior payments as con- 
sideration for services rendered. Rev. 
Rul. 59-276. 


*Commissions on own home not income 
to real estate salesman. {Non-acquies- 
cence}. Taxpayer, a real estate salesman, 
purchased for himself property listed 
with his employer. The employer re- 
ceived a commission on the sale and 
then paid taxpayer $1,837 of it. The 
$1,837 was held to be a reduction of 
taxpayer’s purchase price of the prop- 
erty, and not ordinary income, as the 
Commissioner had contended. Five 
judges dissented on the ground that the 
$1,837 did not enter into the price ne- 
gotiations between taxpayer and owner 
of the property, but was received by tax- 
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payer as compensation and was deducted 
by his employer as such. Daehler, 31 TC 
722, non-acq., IRB 1959-36. 


*Research grant not a tax-free fellow- 
ship. Taxpayer, a Ph.D. in economics, 
accepted employment with Vanderbilt 
University where he spent 25% of his 
time teaching and the balance on a re- 
search project. He was paid for his re- 
search out of grants made by the Rocke- 
feller Foundation, which he claimed 
was tax exempt as fellowship grants. 
The Code, though limiting the exclu- 
sion of fellowship grants to those not 
candidates for a degree to $300 a month 
does not define fellowship. The Regula- 
tions define it as a payment in aid of 
research, intended to further the educa- 
tion or training of the individual but 
not compensation for services. The Tax 
Court upholds these Regulations which 
it finds are not unreasonable or incon- 
sistent with the Code. Although pay- 
ments to taxpayer were for research, his 
was essentially an employment arrange- 
ment whose primary purpose was not 
the furtherance of taxpayer’s education 
and training. Bachmura, 32 TC No. 
103. 
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ABA tax men oppose Advisory Group on 


conduit rule; support other proposals 


ee GROUPS OF EMINENT TAX men have 
adopted stands on the 
meaning of the present Code provi- 
sion adopting the conduit principle. 
Generally speaking, income, deduction 
and loss items of a partnership are re- 
garded as flowing through the partner- 
ship to the partner and their character 
(as for example, capital or ordinary) 
and the application of limitations is de- 
termined in the partner’s individual re- 
turn. The Advisory Group of tax prac- 
titioners, appointed by the Mills Com- 
mittee, discussed the application of these 
rules to the partnership holding real 
estate while one of its partners is a 
dealer, and concluded that all the part- 
need not be treated alike; the 
dealer might realize ordinary income, 
the others capital gain. 

The partnership committee of the 
Section of Taxation of the ABA, at the 
1959 meeting of the Section in Miami 
in August, took the position that the 
Advisory Group had misinterpreted the 
law and recommended that the law be 
clarified so there would be no doubt 
but that the character of gain or loss 
on sale of partnership property is, un- 
der present law, determined by refer- 
ence to the partnership’s activities. 


con trary 


ners 


Conduit principle 

Section 702(a) of the Code as it now 
stands provides that the partner’s return 
is to show separately his share of seven 
different kinds of income or deduction 
and adds (8) that the Secretary may 
require other items to be shown separ- 
ately. Section 702(b) then states the rule 
that the character of any item of in- 
come, gain, loss, deduction or credit in- 
cluded in a partner’s distributive share 
under paragraphs (1) through (8) of 
subsection (a) shall be determined as if 
such items were realized directly from 
the source from which realized by the 
partnership or incurred in the same 
manner as incurred by the partnership. 


\The Advisory Group took the position 
in its revised report, dated December 
30, 1957, that this language in 702(b) 
does not necessarily mean that the tax 
treatment of specific items to all part- 
ners will be the same. The report says 
that “the Advisory Group would like to 
emphasize that Section 702(b) provides 
that the income is to be determined as 
if any item were realized directly by the 
partner from the source from which 
realized by the partnership or incurred 
in the same manner by the partner as 
incurred by the partnership. Thus, the 
sale of a property by a partnership 
might result in ordinary income to a 
partner who is a real estate dealer and 
capital gain to other partners. However, 
just as it is possible for a real estate 
dealer who is a sole proprietor to have 
a segregated investment account (sales 
from which result in capital gain) so also 
is it possible that a partnership interest 
represents an investment account, sales 
from which will give rise to capital gain 
rather than ordinary income. This 
would be a fact question which would 
have to be separately determined in 
each case in the same manner as where 
the property in question were held di- 
rectly by an individual. / 

“Although the character of the income 
items is to be determined at the part- 
ner level, account must be taken of the 
fact that the partnership is acting for 
the partners and thus that they are en- 
gaged in whatever business the partner- 
ship is. Thus, where there is a sale of 
property being used in a trade or busi- 
ness at the level of the partnership 
(e.g., either for sale to customers or de- 
preciable property) the partnership char- 
acter of any gain from such a sale would 
be attributed to the partners since they 
individually would be considered as en- 
gaged in the partnership business.” 


ABA group contra 


The partnership committee of the 


Section of Taxation thinks that the Ad- 
visory Group is wrong in its interpreta- 
tion of the law and recommends that 
the present Code be clarified by express- 
ly providing that the character of gain 
or loss on property owned by the part- 
nership shall be determined with refer- 
ence to the activities of the partnership. 

In explaining why it made this rec- 
ommendation the partnership committee 
referred to the Advisory Group view. 

“It is believed that the Advisory 
Group has adopted an erroneous view of 
existing law,” the ABA Committee said, 
and that the statute should be clarified 
to provide expressly that the character 
of gain or loss on property held by the 
partnership shall be determined on the 
basis of the operations and activities of 
the partnership. 

“Where a dealer and investors parti- 
cipate jointly in the development or 
sale of property, the determination as 
to whether such property is held for 
sale to customers in the ordinary course 
of business shoud be made by analyzing 
all the activities of the partnership, in- 
cluding any actions by the dealers on 
behalf of the partnership. If the part- 
nership is a dealer by virtue of activi- 
ties of one or more persons on its be- 
half, then the gain will be ordinary 
income to each of the participants. On 
the other hand, if the partnership is 
determined, after analyzing all facts rele- 
vant to its operation, to be holding the 
property for investment, then the capital 
gains characteristics should apply to 
each of the partners. Under this view 
the character of partnership gain or loss 
would be the same for all participants 
in the venture. 

“It is recognized that in some Cases 
the business purpose of the partnership 
can only be determined from an analysis 
of the actions of one or more members 
of the partnership acting on behalf of 
the partnership. However, the purpose 
of such inquiry is to ascertain the busi- 
ness of the partnership and not to dis- 
regard the partnership as a factor in 
the determination.” 

The ABA committee’s proposal would 
provide for determination of the charac- 
ter of gain on the sale of property by 
the partnership by reference to the 
activities of the partnership itself. ‘This 
rule,” the committee said, “has merit 


not only as a matter of realistic treat- 
ment of partnership-owned property but 
it avoids the difficulty of making a hypo- 
thetical determination as to what the 
character of the property would be if, 
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instead of being owned by the partner- 
ship, it were owned by the individual 
partners.” 

“The proposal,” the Section Commit- 
tee said, “does not countenance tax 
avoidance. If any member of the part- 
nership is a dealer and he in effect acts 
as an agent for the partnership, the 
partnership itself would be regarded as 
a dealer and ordinary income conse- 
quences would attach to the sale, as 
they properly should. On the other hand, 
it will be clear that if the partnership is 
holding the property for investment, 
the dealer partner will participate in 
capital gains treatment upon a sale. 
This does not involve tax avoidance 
since the dealer could have held the 
property individually for investment. 


Limitations level 


The Taxation Section partnership 
committee also opposed another change 
proposed by the Advisory Group. The 
Advisory Group would amend the Code 
to provide that limitations applicable 
in the computation of taxable income 
be applied at the partner level. The 
Taxation Section partnership commit- 
tee would observe experience with the 
similar rule the Regulations have 
adopted with reference to exploratory 
expenses before amending the Code to 
apply it to all limitations. 

Although various sections of the Code 
impose limits upon the amount of an 
item (generally a deduction item) which 
is to be taken into account in comput- 
ing taxable income, Subchapter K does 
not make it clear whether the Code im- 
poses these limitations at the partner- 
ship or at the partner level. The Ad- 
visory Group considered the following 
types of limitations: 

a. A fixed dollar limitation (such as 
Section 116 relating to exclusion of $50 
of dividends received by individuals; 
Section 270 limiting hobby losses to 
$50,000 each year; Section 615 limiting 
exploration expenditures to $100,000; 
and Section 1211(b) limiting the deduc- 
tion of capital losses to $1,000 in excess 
of capital gains). 

b. A percentage of gross income (such 
as Section 175 limiting deductible soil 
and water conservation expenditures to 
25% of gross income derived from farm- 
ing). 

c. A percentage of adjusted gross in- 
come (such as Section 170(b) limiting 
charitable contributions to 20 or 30 per 
cent of the taxpayer’s adjusted gross in- 
come). 


d. A percentage or proportion of 
taxable income (such as Section 35(b)(2) 
limiting the credit for partially tax- 
exempt interest to 3% of the taxable 
income; Section 613 limiting the deduc- 
tion for depletion to 50% of the taxable 
income from the property; Section 904 
limiting the foreign tax credit in pro- 
portion to the taxpayer’s taxable in- 
come from sources within the foreign 
country; and Section 1211(b) limiting 
the deduction for capital losses to tax- 
able income). 

e. Similar or related items of income, 
gain, loss, deduction, or credit (such 
as Section 165(d) limiting wagering losses 
to wagering gains; Section 111 limiting 
the inclusion of bad debt recoveries, 
prior taxes, and the like, to the amount 
of tax benefit from the same item; and 
Section 1211 limiting capital losses in 
part to the amount of capital gains). 

The Advisory Group concluded that 
if such limitations were imposed at the 
partnership level it would permit indi- 
vidual taxpayers to exceed the limitation 
set by the statute simply by forming a 
number of partnerships. “Moreover,” the 
Advisory Group report said, “it would 
work out unfairly where a large num- 
ber of partners share the same item. If 
the limits were imposed at both the part- 
nership and partner levels, they would 
discriminate against the partnership form 
of business. The Advisory Group as- 
sumes that the limits set in the Code 
generally are the amount intended to 
be allowed to any single individual tax- 
payer. The Advisory Group recognizes 
certain accounting complexities which, 
from the point of view of imposing the 
limitations, may arise from the very 
nature of the conduit principle when a 
single partnership allocates income to 


‘ partners differently situated.” 


The Advisory Group recommended 
that the statute be made clear by add- 
ing a new subsection (d) to Section 702, 
providing that whatever a limitation is 
imposed upon the includibility or the 
deductibility of an item, each partner is 
entitled to his full share up to the 
statutory limit and that the partnership 
is disregarded for this purpose. The 
amendment was intended by the group 
to clarify, and not to change, present 
law. 

The Taxation Section partnership 
committee thought it unwise to adopt 
the Advisory Group’s proposed new Sec- 
tion 702(d) that would disregard the 
partnership level. The present Regula- 
tions under Section 702(a) apply such 
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a rule with respect to the limitation on 
the deduction for exploration expenses. 
It is questionable, the committee said, 
whether a blanket rule should be 
adopted requiring that all limitations 
be applied at the individual partner 
level. It believed that additional experi- 
ence should be obtained under the ex- 
isting provisions of the Regulations be- 
fore adopting a legislative provision. 


Sale to partnership 


The Advisory Group had proposed 
changes in the Code to make the tax 
treatment of sales or other transfers of 
property by a partner to his partner- 
ship more like tax treatment of similar 
transactions between a controlling stock- 
holder and his corporation. These pro- 
posals the Taxation Section committee 
approved. 

Section 707(a) of present law provides 
that as a general rule, if a partner en- 
gages in a transaction with a partner- 
ship, other than in his capacity as a 
member of the partnership, the trans- 
action is to be considered as occurring 
between the partnership and one who is 
not a partner. Subsection (b), however, 
provides ceftain exceptions to this rule. 

Paragraph (1) of subsection (b) disal- 
lows losses in the case of sales or ex- 
changes of property between a partner- 
ship and a partner owning, directly or 
indirectly, more than 50% of the capital 
interest, or profits interest, in the part- 
nership, and also in the case of two 
partnerships in which the same persons 
own, directly or indirectly, more than 
80%, of the capital interests, or profit in- 
terests. 

The most important modification sug- 
gested by the Advisory Group with re- 
spect to losses, would expand the pro- 
vision to cover losses which may arise 
in the case of sales or exchanges be- 
tween a partnership and a corporation 
or trust or estate, where there is owner- 
ship of common interests of 50% or 
more. 

In the case of the provision taxing 
what would otherwise be capital gain 
as ordinary income two important modi- 
fications were suggested by the Advisory 
Group to bring the partnership rules 
into conformity with the corporation 
rules. Section 1239 treats as ordinary 
income gain from the sales of certain 
property between an individual and a 
controlled corporation. Under present 
law the partnership provision applies to 
all property other than a capital asset, 
while the provision in Section 1239 for 
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corporations applies only: to property 
of a character which is subject to the 
allowance for depreciation provided in 
Section 167. The Advisory Group would 
conform the partnership provision with 
the corporate provision. 

The partnership provision of existing 
law applies the relatively broad con- 
structive ownership rules of Section 
267, while Section 1239 extends owner- 
ship to include only interests owned by 
a person’s spouse, his minor children, 
and his minor grandchildren. The Ad- 
visory Group in this respect also would 
conform the gain provision for partner- 
ships with the rules provided for cor- 
porations. In both the loss and gain 
provisions, where the transactions are 
between partnerships, the Advisory 
Group would substitute ‘own common 
interests of more the 50% (or 80%)’ 
for the words ‘owning directly or indi- 
rectly, more than 50% (or 80%).’ This 
new wording would be applied in the 
case of a transaction between a part- 
nership and a corporation, trust, or es- 
tate. Thus, for example, if partners A 
and B shared the ownership of one part- 
nership on a 10%-90% basis and the 
ownership of another partnership on 
a 90%-10% basis, the common owner- 
ship of A in the two partnerships would 
be 10%. The common ownership of B 
also would be 10%, with the result that 
the total common interests owned by 
the two partners in each partnership 
would be 20%. This would not consti- 
tute a controlled partnership under the 
proposal either in the case of a loss or 
a gain. Under existing law such owner- 
ship would constitute a sale between 
controlled partnerships because both A 
and B are members of both partnerships 
and together own more than a 50% in- 
terest in each partnership (or more than 
80% interest in the case of the gain 
provision). 


Interests for services 


On the difficult question of the proper 
policy for tax treatment of a capital 
interest acquired for services, the part- 
nership committee of the ABA Tax- 
ation Section accepted, with a modifica- 
tion, the Advisory Group proposal. 

Present law provides that no gain 
or loss is to be recognized to a partner- 
ship or to any of the partners in the 
case of a contribution of property to 
the partnership in exchange for an in- 
terest in the partnership. However, the 
Regulations (Section 1.721-1(b)(1)) state 
that this provision does not apply to 
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the extent a partner gives up a part of 
his contributions as compensation for 
services rendered by another person. 
In such a case the value of the interest 
transferred is income to the person per- 
forming the services. The amount of 
the income in this case is the fair market 
value of the interest transferred at the 
time of the taransfer, in the case of past 
services, or otherwise at the time the 
services are rendered. 


Regulation’s result approved 


With certain modifications, the Ad- 
visory Group approved of the general 
result obtained by the Regulations. It 
recommended that: 

1. The person receiving an interest 
in capital of the partnership in ex- 
change for the performance of services 
include an amount representing this in- 
terest in his gross income and pay 
ordinary income tax on it. 

2. The partners relinquishing parts of 
their interests in the partnerships re- 
ceive an expense deduction (or an ad- 
dition to the basis of partnership proper- 
ties if the services performed added to 
the capital value of partnership proper- 
ties) for the amount treated as ordinary 
income to the service partner. 

3. The amount taken into account as 
ordinary income by the service partner 
and the amount treated as being trans- 
ferred by the other partners, if the 
transfer is not subject to restrictions, 
is to be (a) the fair market value of 
the interest at the time of the trans- 
fer, or (b) the transferee partner’s share 
of the basis of partnership property, 
whichever is smaller. However, if the 
interest transferred is subject to re- 
strictions, the amount to be taken into 
account is to be the least of (a) the fair 
market value the 
had at the time of the exchange had 
there been no limitations, (b) the fair 
market value of the services performed, 
or (c) the transferee partner’s share of 
the basis of the partnership property. 

4. An exception would be provided to 
the general rules set forth above. The 
service partner is not to be taxed (and 
the other partners not to receive an 
expense deduction or basis for partner- 
ship property) where the partnership 
interest acquired would not have been 
taxable if the interest had been ac- 
quired in the absence of the partnership 
form of organization. 

The Taxation Section Committee ob- 
served that it approved the Advisory 
Group recommendation that a service 


interest would have . 


partner not be taxed on the receipt of 
an interest in a partnership property if 
the acquisition of such an interest in 
property would not be a taxable event 
in the absence of a partnership. “This 
provision is intended,” the Committee 
said, “to apply where a partner con- 
tributes services in the creation or de- 
velopment of properties under circum- 
stances where the acquisition of an in- 
terest in the property so created or de- 
veloped would not constitute taxable 
compensation.” It felt that the partner- 
ship rules should not impose any greater 
burden with respect to the creation or 
development of properties than in the 
nonpartnership situation. 

However, the Section Committee ob- 
jected to the Advisory Group proposal 
that would limit the taxable income of 
the service partner to the basis of the 
assets transferred to him. “Such a limi- 
tation would result, in some situations” 
the Committee said, “in taxing the 
service partner on less than the eco- 
nomic value of the goods transferred to 
him. Due to depreciation allowances 
or other factors, the partnership bases 
for the property interest acquired by 
the service partner may be substantially 
below the fair market value of the prop- 
erty. It is recognized that the rule 
limiting the amount of income to the 
service partner in terms of the basis of 
partnership property was adopted by 
the Advisory Group in order to avoid 
the comp‘exities of recognizing gain to 
the other partners with respect to the 
ploperty interest they had relinquished. 
However, it appears preferable that the 
proper amount of gain should be de- 
termined to the service partner, and 
that the remaining partners should, in 
return for being allowed a deduction, 
be required to recognize the gain or 
loss attributable to the use of the prop- 
erty in payment for the services ren- 
dered.” 


Elective adjustments to basis 


Under present law an election may 
be made to establish a special partner- 
ship basis for property in the case of a 
partner who acquired his interest by 
transfer. An election may also be made 
for adjustments to partnership property 
as the result of a distribution of prop- 
erty to a partner, if the property takes 
a different basis in the hands of the 
distributee than it had in the hands of 
the partnership, or if gain is recognized 
to the distributee. At present if a part- 
nership elects to make the adjustments 
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with respect to a transferee partner it 
must also elect to make the adjustments 
with respect to distributions, and vice 
versa. Once such an election is made 
it generally applies to all subsequent 
distributions and transfers. 

The Advisory Group recommended 
that the elections with respect to trans- 
feree partners (provided in Section 
743(b)) and with respect to distributions 
(provided in Section 434(b)) be made 
separate elections. 

The ABA Taxation Section partner- 
ship committee noted that because of 
the burdens which the present election 
imposes upon the partnership in ad- 
justing for various transfers and distri- 
butions, taxpayers have been reluctant 
to apply the election. The committee 
approved the Advisory Group proposal 
that separate elections for distribution 
and for transfers be permitted but it 
would go further, and give the election 
for transfers to the transferee partner. 

The partnership committee noted 
that the Advisory Group considered but 
did not adopt a proposal to allow the 
transferee partner individually to make 
the election with respect to his share 
of the basis of partnership assets. It 
was of the opinion that the decision as 
to whether or not to make the election 
should be within the control of the part- 
nership, and the partnership should be 
responsible for computing the amount 
of the adjustment. In many cases, the 
Group thought, the individual partner 
will not have direct access to the data 
concerning the basis of partnership as- 
sets which would be necessary for him 
to make the computations and will have 
to obtain such information from the 
partnership. The election would prob- 
ably be used much more extensively if 
made available to the individual part- 
ner but the Advisory Group concluded 
the transferee partner was adequately 
protected under the separate election 
proposal. 


Transferee partner should elect 


However, the partnership committee 
of the ABA Taxation Section recom- 
mended that the transferee partner be 
permitted to make the election for the 
adjustment to the basis of partnership 
property without the necessity of ob- 
taining the consent of other partners. 
“This basis of adjustment,” it said, “is 
frequently of importance to the trans- 
ferees of a decedent partner who may 
wish to apply the date of death valu- 
ation to the decedent’s share of part- 





nership assets. The estate or successor 
in interest of the decedent partner 
should not be required to bargain with 
the partnership for exercise of the elec- 
tion or forced to resort to other «means, 
such as a partial distribution of proper- 
ty or termination of the partnership, to 
obtain the correct basis for its share of 
the partnership property. 

“The other members of the partner- 
ship may be reluctant to permit the 
election to adjust the basis of partner- 
ship property for the transferee because 
of the burdens which it will impose 
upon the partnership itself. This is par- 
ticularly true since the benefits of the 
election are applicable only to the trans- 
feree partner. Moreover, the election at 
the partnership level requires the part- 
nership to make similar adjustments to 
basis in the event of transfers of other 
partnership interests. 

“Where the transferee is making the 
election, the burden of establishing the 
new adjusted basis for its share of the 
partnership property should be borne 
by the transferee. If the transferee fails 
to establish the amount of the adjust- 
ment, then the regular basis of partner- 
ship property would be used.” 


Simplification proposals 

The ABA Section committee observed 
that the most commonly voiced criticism 
of Subchapter K is that it is excessively 
complicated for the small partnership. 
While it is recognized that many of the 
so-called complications are essentially 
relief provisions or are designed to curb 
abuses not usually found in small busi- 
ness, an effort should be made to simpli- 
fy the statutory provisions. After con- 
siderable study it appears that it is not 
practical to provide two sets of part- 
nership rules, one for small partnerships 
and the other for more complex busi- 
ness arrangements in partnership form. 
Such an attempt would result in in- 
creased complexity. However, the Sec- 
tion committee approved a proposal for 
rearrangement generally similar to that 
of the Advisory Group on Subchapter K. 
Under the Advisory Group proposal, 
the basic rules applicable to typical 
partnership situations would constitute 
Part I of Subchapter K. More compli- 
cated provisions, such as the collapsible 
corporation provisions, would be placed 
in separate parts. The various elections 
which treat the partnership as an ag- 
gregate of individuals instead of a busi- 
ness entity would be placed in a separ- 
ate part. Finally, definitions and effec- 
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tive date provisions would be placed at 
the end of the subchapter. 

The rearrangement would require 
relatively few changes in section num- 
bers. The basic provisions would in the 
main follow the existing numbers. Pro- 
visions relegated to the second or third 
parts of the subchapter would be given 
new numbers. Appropriate cross refer- 
ence would be provided between the 
basic provisions and the special rules. 

As part of the simplification of Sub- 
chapter K under the Advisory Group 
recommendations, the alternative meth- 
od prescribed in Section 705(b) for com- 
puting the basis of a partner's interest 
in a partnership would be made the 
general rule. The detailed or historical 
method would be applicable only if the 
taxpayer or the Commissioner demon- 
strated that the simplified method was 
substantially inaccurate. 

The proposal for simplification and 
rearrangement of the partnership rules, 
the committee concluded, would be of 
material assistance to smaller partner- 
ships not affected by complicated tax 
rules in Subchapter K and would gener- 
ally facilitate a better understanding of 
the partnership provisions. * 
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IRS action likely on underreporting 


of interest and dividends 


7 TREASURY IS CONVINCED that it is 
losing substantial amounts of rev- 
enue through a widespread failure to re- 
port interest and dividend income. 
Under Secretary of the Treasury Scrib- 
ner, in addressing a convention of 
Massachusetts Savings Banks recently, 
said that the Treasury had not yet de- 
cided whether it would urge Congress 
to institute a system of withholding and 
urged the savings banks to inform de- 
positors of their obligation to report 
interest. 

A recent Treasury Department study 
based on statistics from the returns filed 
for 1956, Mr. Scribner said, indicates a 
gap between dividends paid to indi- 
viduals and dividends reported on tax 
returns of approximately $1,400 mil- 
lion, or about fourteen per cent. $10,- 
356 million of dividends were paid to 
individuals, but only $8,892 million 
were reported in individual tax returns. 

A portion of non-reported dividend 
income undoubtedly would not have 
been taxable. Even after generous as- 
sumptions concerning dividend income 
which would not be taxable, Treasury 
studies do indicate a substantial tax loss 
through failure of taxpayers to report 
dividends received, he said. 

It has been estimated that in 1956 less 
than one-half of interest received by in- 
dividuals was reported by them on their 
income tax returns; estimates indicate 
that individuals failed to report more 
than $3 billion of interest received or 
credited. “I refer here to all types of 
interest, including interest on corporate 
bonds, interest on deposits in commer- 
cial and savings banks and building and 
loan associations, interest accrued or 
paid on E Bonds and other U. S. se- 
curities, and interest received from in- 
surance companies and from brokerage 
accounts,” Mr. Scribner said. 

In a study published by the National 
Bureau of Economic Research, Inc. in 
1955, written by Lawrence Seltzer and 
entitled ‘Interest as a Source of Per- 


sonal Income and Tax Revenue,” it 
is stated that in the period 1930-1950 
interest reported on taxable income tax 
returns represented only about one- 
fourth, on the average, of total personal 
interest receipts. 

Because the Treasury wishes to be as 
accurate as possible in appraising the 
extent of the under-reporting problem 
in the interest field, additional, al- 
though limited, studies are going for- 
ward at the present time. These in- 
clude sampling and spot checking of 
certain types of returns filed for the 
year 1958. Until these studies have been 
finished and until it has had the bene- 
fit of comments and suggestions from 
representatives of various interest pay- 
ing institutions, the Treasury will not 
reach final conclusions as to the dollar 
amount of interest which individuals 
fail to report and the taxes lost there- 
by. 

“It is my personal belief that much of 
the failure to report savings bank in- 
terest, as well as interest received from 
other sources, comes about through 
carelessness or ignorance,” Mr. Scribner 
said. 

“In the case of interest credited by 
banks many individuals do not with- 
draw such interest in the year in which 
it is earned and credited. Many deposi- 
tors do not even present their passbooks 
for crediting. Many taxpayers do not, 
in fact, know how much interest they 
should report. In many instances the 
amount of interest is small and is in- 
advertently overlooked. In many other 
cases I believe that the individuals in- 
volved, while they may have presented 
their passbooks for the crediting of in- 
terest or may have even withdrawn the 
same, do not keep a set of personal 
books, are not skilled in the tax law and 
fail because of incomplete records to 
report interest earned when completing 
their returns. 

“If these assumptions are correct, 
then by bringing clearly and forcibly to 


the attention of the recipients of bank 
interest their obligation to report the 
amount credited, whether or not it is 
withdrawn, we may well be able to re. 
duce substantially the amount of such 
interest which is unreported.” 

Mr. Scribner acknowledged that in 
the case of savings banks, this would be 
an effective method of collecting taxes, 
It would, however, place heavy burdens 
on the savings banks and their deposi- 
tors and, in many instances, impose 
great inconvenience on depositors who 
are dependent on their interest for the 
payment of living expenses. There 
would be many cases of over-withhold- 
ing. In spite of the many problems, it 
still may be that the situation, after fur- 
ther study, will require the adoption of 
a law imposing a withholding system as 
to interest payments. 


Voluntary information campaign 


“As of today, however, I am not per- 
suaded that the time has arrived when 
we should move for legislation to re- 
quire such withholding. Before advocat- 
ing legislation I would like to see the 
Treasury Department, the Revenue 
Service, mutual savings banks and their 
officers, other interest paying institu- 
tions, and all those who are interested 
in keeping our tax procedures as simple 
as possible, join together in a program 
of education based on the premise that 
much of the failure to report in this 
area is due to inadequate information 
and carelessness. 

“It has recently been suggested that 
all savings institutions be requested to 
consider the advisability of causing a 
legend to be printed in red on the face 
of all new passbooks and placed by 
sticker on all existing passbooks. This 
legend would read: 

“*You are informed that interest paid 
or credited on this account should be 
included by you in determining your 
income for the purposes of computing 
Federal income taxes.’ 

There is another voluntary step 
which I believe would be even more 
effective than any of those thus far sug- 
gested. This would be the sending of a 
notice to each depositor at the year end 
informing him of the amount of in- 
terest paid or credited to his account 
and informing him that the informa- 
tion was sent to assist in the prepara- 
tion of his Federal income tax return. 
It probably would not be necessary to 
send such notices to every depositor. 
Perhaps the notices need be sent only to 
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depositors whose annual interest re- 
ceived or credited exceeded ten dollars. 
Some other amount of interest might 
be chosen as the dividing line. 

“Less burdensome would be the mail- 
ing at each year end of a notice to each 
depositor that interest received or 
credited by the depositor must be in- 
cluded by the recipient of the interest 
for the purpose of determining personal 
income received for purposes of com- 
puting Federal income taxes. While not 
as effective as informing the depositor 
of the exact amount of the interest 
which he should include, it neverthe- 
less would be an effective means of 
bringing home to the depositor the fact 
that interest credited, whether or not 
received, must be included in personal 
income for Federal income tax pur- 
poses. 

“I assume that these suggestions will 
not cause much enthusiasm on their 
first consideration. If adopted, they 
would add to your expense and, since 
you are mutual institutions, amounts 
paid out come out of depositors’ funds. 
In addition, many of your depositors 
desire complete secrecy as to their ac- 
counts. They will not welcome receipt 
of a notice. The proposal, then, involves 
expense, inconvenience and annoyance 
both for your institutions and for your 
depositors. 

“As you know, mutual savings insti- 
tutions receive special treatment under 
the Federal income tax law. One of the 
reasons frequently urged in support of 
this special tax treatment is the fact 
that the banks are mutual. All of the 
assets are held for the benefit of deposi- 
tors and the depositors are required to 
report interest received or credited on 
their personal income tax returns and 
pay a tax thereon if they are in a tax- 
able bracket. It is therefore contended 
that it is proper to allow savings banks 
special tax treatment to recognize their 
mutuality and to avoid double taxation. 

“Obviously, if through failure to re- 
port—either intentionally or otherwise 
—only a minority of depositors report 
interest received or credited and pay 
taxes on it, one of the grounds fre- 
quently urged for the special tax treat- 
ment which mutual savings banks re- 
ceive fails to stand up under examina- 
tion. For this reason, among others,” 
Mr. Scribner concluded, “I have no 
hesitation to urge you carefully to ex- 
amine this problem and, if necessary, to 
make expenditures to help solve it on a 
voluntary basis.” * 


IRS Chief Counsel must 
be Presidential appointee 


ONE OF THE ITEMS of midnight legisla- 
tion passed by the Senate just prior 
to departure was H.R. 8685, to amend 
the Internal Revenue Code to provide 
for the Presidential appointment of an 
Assistant General Counsel for the 
Treasury Department who shall be the 
Chief Counsel for the Internal Revenue 
Service. The bill provides that the ap- 
pointee shall receive a salary of $19,000 
a year and shall perform such duties as 
may be prescribed by the Secretary of 
the Treasury. 

As the accompanying Committee Re- 
ports point out, since 1952 the average 
stay in office of the Chief Counsel has 
been less than one year. It was in 1952 
that the authority to name the chief 
legal officer of the Internal Revenue 
Service was taken from the President 
where it had previously rested and 
given to the Secretary of the Treasury. 
Prior to 1952, the average length of 
tenure in office was four years. 

The beneficial results expected from 
this legislation are both intangible and 
tangible. The increased stature accorded 
the Chief Counsel of the Internal Rev- 
enue Service will make it attractive to 
some excellent and well qualified attor- 
neys who would not otherwise consider 
themselves available. In addition, the 
bill proceeds on the assumption that a 
Presidential appointee will remain in 
office longer than an appointee of the 
Secretary of the Treasury. Practitioners 
generally will agree that it is certainly 
worth finding out whether or not this 
assumption is true. 

On the tangible side, it is certainly 
appropriate to have an increase in the 
compensation for this important office. 
The salary of $19,000 represents a $1,- 
500 increase. The Chief Counsel and 
the Deputy Commissioner of Internal 
Revenue are compensated at the same 
rate, the Deputy Commissioner having 
received a similar increase by reason of 
passage of another bill—H.R. 6059. The 
Commissioner of Internal Revenue re- 
ceives a salary of $21,000. 

More importantly, by raising the 
Chief Counsel’s salary to $19,000, there 
is room made for the creation of addi- 
tional super-grade jobs among his staff. 
This is also made possible by H.R. 
6059. Under that bill the Internal Rev- 
enue Service is permitted an increase of 
114 super-grade positions over a period 
of three years. As a matter of interest, 
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super-grade jobs fall into the following 
classifications which carry the salaries 
indicated: 


GS 16 $14,190-$15,150 
GS 17 15,375- 16,335 
GS 18 17,500— no increase 


Among the super-grade jobs allocated 
to the Internal Revenue Service at the 
present time, only 15 have been granted 
to the Chief Counsel’s Office. The Chief 
Counsel has been a GS 18, two Assistant 
Chief Counsels, GS 17, and three As- 
sistant Chief Counsels, GS 16. The nine 
Regional Counsel are in the GS 16 
classification. The determination of how 
many of the new super-grade jobs avail- 
able to the Internal Revenue Service 
will be allocated to the Chief Counsel’s 
Office will be made by the Secretary of 
the Treasury, presumably following 
recommendations of the Commissioner 
and the General Counsel.—Samuel J. 


Lanahan. vt 


Chicago to test new conference 
procedure for complex cases 


CHICAGO HAS BEEN selected as the test 
district in which the IRS will try out a 
modified informal conference procedure. 
Unagreed cases involving issues which in 
the opinion of the conference co- 
ordinator are complex will be heard by 
conferees assigned to the Conference 
Coordinator’s Staff. Similar tests will be 
undertaken in Austin and Dallas. 

Under the procedure in effect in all 
other districts a taxpayer who does not 
agree with the adjustments proposed by 
the Internal Revenue Agent who ex- 
amined the return has a right to an 
informal conference with the agent’s 
group supervisor. However, Rev. Proc. 
56-34 currently provides that under some 
circumstances the taxpayer’s informal 
conference may be held by someone 
other than the group supervisor. 

What is new in the Chicago experi- 
ment is that the initiative for schedul- 
ing the conference with a special con- 
feree rather than with the group 
supervisor will be given to the con- 
ference coordinator. Under the normal 
procedure now it is the group super- 
visor who requests that he be relieved 
of the conference. 

Section 7 of Rev. Proc. 56-34, which 
now governs informal conference pro- 
cedure, provides that: “if the group 
supervisor believes he should not act as 
conferee, he will forward to the confer- 
ence coordinator a memorandum 
setting forth the reasons why he be. 
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lieves he should not conduct the con- 
ference. Typical reasons would be: the 
case is large, involved, or the issues are 
of such highly specialized nature that 
proper consideration would require an 
excessive amount of his time; he is un- 
likely to be available at the probable 
conference date; he believes that he has 
prejudged the case; or questions of fair- 
ness were raised by the taxpayer. There 
may be other circumstances of a char- 
acter indicating that assignment to an- 
other conferee is desirable. 

“In deciding to whom the conference 
should be assigned, the coordinator will 
take into account: 

a. the policy of the IRS which, in 
general, is to assign conferences to the 
examining officer’s group supervisor un- 
less the best interests and rights of the 
Service and of the taxpayer would not 
be served thereby; 

b. whether the type of issues involved 
are of a highly specialized nature, re- 
quiring a considerable amount of re- 
search; 

c. the group supervisor’s recommenda- 
tion; 

e. other related information.” 

Commissioner Dana Latham said re- 
cently that the informal conference pro- 
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cedure has’ not been satisfactory to prac- 
titioners and that the IRS was disturbed 
by the number of complaints it had 
been receiving. The Chicago experi- 
ment is only one of the steps being 
taken to improve matters. The national 
office audit division of the IRS has re- 
cently undertaken a study of the effec- 
tiveness of the informal conference 
program. A study is also being con- 
ducted in the Boston Region to deter- 
mine why so many taxpayers do not take 
advantage of the informal conference 
function. 

During the month of October, two- 
day seminars for conference coordina- 
tors were conducted by national office 
audit officials at the New York, Cin- 
cinnati, Dallas, and Salt Lake City 
offices. All conference coordinators at- 
tended the conferences to discuss prob- 
lems, methods of operation, and sug- 
gestions for improvement in the in- 
formal conference program. 

Also included in these seminars was a 
lecture-type course in conferee responsi- 
bility, confereee authority and effective 
conference techniques. After the two- 
day session coordinators returned to 
their districts to hold a similar course 
for group supervisors and conferees. * 


IRS ought to support assessments by 


written findings of law and fact 


by MILTON W. DOBRZENSKY 


Between the time an examining agent proposes a deficiency and a court hears the 


controversy, the taxpayer has ample opportunity to have his case considered within 


the Internal Revenue Service itself. Theoretically a fair settlement should be obtain- 


able there and only the really novel case should have to come into court. Mr. 


Dobrzensky here tells us why the conferences are so often a waste of time and offers 


suggestions for changes that would make it a real settlement procedure. 


I* THE PAST few years I have several 
dozen times protested a Revenue 
Agent’s finding and gone through the 
conference procedure set up in such 
elaborate detail. As a result of my ex- 
periences, which I gather from conver- 
sation with practitioners both in my 
area and in other states are not unique, 
I have come to the conclusion that con- 
ferences will continue to be meaningless 
unless the IRS is required to give to the 
taxpayer written findings of law and 
fact in support of each administrative 
decision as the case moves from examin- 
ing Agent to the court. 


The formal policy of the IRS is clear 
enough. In reply to my complaint in 
a particular case that the taxpayer had 
not been able to learn either the facts 
relied on or the law considered appli- 
cable by the IRS, the Director of the 
Appellate Division wrote me, “. . . our 
appeals procedure is designed to 
afford the taxpayer at the earliest pos- 
sible opportunity, a chance to discuss 
fully his position and to consider the 
position of the Service. The opportuni- 
ties to attempt to settle differences with 
the revenue agent or subsequently with 
the Audit Division conferee in the Dis- 


trict Director’s office, and after that in 
nondocketed and even docketed status 
at Appellate Division level, all have as 
one objective, the chance for the tax- 
payer to know and to understand the 
basis for a proposed adjustment . . .” 
Yet, despite the fact that this letter was 
called to the attention of conferees, we 
were absolutely unable to elicit a state- 
ment either of the facts relied upon for 
the proposed determination or a state- 
ment of the manner in which it was pro- 
posed to apply the law to those facts, 
This was followed by the issuance of a 
completely uninformative notice of de- 
ficiency. It did not state the basis in 
fact and in law for the determination 
made in it. 


Changes required 


I have addressed the Joint Committee 
on Internal Revenue Taxation suggest- 
ing that this situation be remedied by 
amending Code Section 6212(a) to re- 
quire that the notice of deficiency con- 
tain a clear and concise statement of the 
basis in law and in fact for the deter- 
mination made therein. 

Equally necessary is a change in con- 
ference procedure. The hearing officer 
ought to be required at the commence- 
ment of a hearing to set down in writ- 
ing, separately stated and numbered, 
issues of fact and law involved. Upon 
the conclusion of the hearing, the hear- 
ing officer should be required to pre- 
pare a draft of his findings of fact and 
conclusions of law and submit a copy to 
taxpayer or his counsel. What I am here 
suggesting appears to be substantially 
the same procedure required of the tax- 
payer in the Audit Division under 
Regulations 601.105(4)(c): 

“(c) Informal Conference Procedure 
— (1). General. If the taxpayer does not 
agree with the findings of the examin- 
ing agent, the taxpayer is advised in 
writing that he may present his objec- 
tions to such findings at an informal 
conference in the Audit Division of the 
district director’s office. 

A similar procedure in the Appellate 
Division, at the conclusion of hearings 
in an administrative appeal, would sure- 
ly result in the issuance of informative 
notices of deficiency where appeals were 
decided adversely to the taxpayer. 


Fundamental principles 


Rules I and II set forth in the Regu- 
lations (CFR, Tit. 26—Int. Rev. 1954, 
Section 601.106(f)(1)(2)) provide: “Rule 
I. The Appellate Division conferee shall 
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bear in mind that an exaction by the 
United States Government, which is not 
based upon law, statutory or otherwise, 
is a taking of property without due 
process of law, in violation of the Fifth 
Amendment to the United States Con- 
stitution. The conferee, in his conclu- 
sions of fact or application of the law, 
shall hew to the law and the recognized 
standards of legal construction. It shall 
be the duty of the conferee to deter- 
mine the correct amount of the tax, 
with strict impartiality as between the 
taxpayer and the Government, and with- 
out favoritism or discrimination as be- 
tween taxpayers. 

“Rule II. In recognition of the dif- 
ference between abstract theory and 
practical administration, where substan- 
tial uncertainties exist either in law or 
in fact, or both, as to the correct ap- 
plication of the law to the whole record 
of a controversy, the Appellate Division 
will give serious consideration to an 
offer of settlement of the dispute on a 
basis which fairly reflects the strength 
or weakness of the opposing views. How- 
no settlement will be counten- 
anced based upon nuisance value of 
the case to either party.” 

You will note that whereas Rule I 
admonishes the Appellate Division 
referee that he shall “hew to the law,” 
he has not been likewise admonished 
that he shall hew to the facts. It seems 
to me that Rule I needs to be amended 
accordingly and that the policy of the In- 
ternal Revenue Service as quoted above 
should be made a part of the Rules. 

Rule II likewise needs to be amended. 
You will note it says that where sub- 
stantial uncertainties exist either in law 
or in fact, etc., the Appellate Division 
will give serious consideration to an 
offer in settlement of the dispute, etc. 
It occurs to me that this rule overlooks 
the century-and-half-old rule for the 
construction of tax statutes, announced 
by the Supreme Court of the United 
States in Gould v. Gould, 245 U.S. 151, 
where the Supreme Court said: 

“In the interpretation of statutes 
levying taxes, it is the established rule 
not to extend their provisions, by im- 
plication, beyond the clear import of 
the language used, or to enlarge their 
operation so as to embrace matters not 
specifically pointed out. In case of 
doubt they will be construed most 
strongly against the government and in 
favor of the citizen.” 

The Supreme Court also said: “As far 
back as 1806 this same language was 


ever, 





used in U. S. v. Wigglesworth, 28 Fed. 
Cas. No. 16,690. . . .” We observe that 
the Supreme Court thus traces the his- 
tory of this rule back to 1806. 

It will be borne in mind that Rule I 
purports to require the Appellate Divi- 
sion conferee to hew to the law and 
“the recognized standards of legal con- 
struction.” Gould v. Gould sets forth 
such a standard of legal construction to 
which the conferee should hew. 

Then Rule II proceeds to ignore the 
rule of construction set forth in Gould 
v. Gould, that the uncertainty should 
be resolved against the Government and 
in favor of the taxpayer and says where 
substantial uncertainties exist either in 
law or in fact NOT that the uncertain- 
ties shall be resolved in favor of the tax- 
payer but that where such uncertainties 
exist, the Appellate Division will give 
serious consideration to an offer of 
settlement. 

If the Appellate Division conferee ap- 
plied the rule of Gould v. Gould and 
resolved the uncertainties in the manner 
there specified, there might be no liabil- 
ity for the taxpayer to settle. 


Allowable minimizations 


One further thing that the Appellate 
Division seems not to know is that it is 
now well settled law that a taxpayer may 
legally and honorably minimize his 
taxes. See the authorities collected in 
John Junker Spencer (19 TC 726 Acq. 
1953-1 CB 6). See also Riddlesbarger, 
(CA-7, 200 F.2d 165). Usually the Ap- 
pellate Division tosses aside legal and 
honorable tax minimization on_ the 
alleged ground that it is lacking in busi- 
ness purpose. It would appear that the 
Appellate Division needs to be re- 
minded that every taxpayer is neces- 
sarily interested in his net income after 
tax because only out of his net income 
after tax can the business man repay 
his borrowings, complete payments 
under contracts for the acquisition of 
capital assets, make additions to and 
improvements in his plant and equip- 
ment, set up reserves for bona fide fu- 
ture business expansion, etc., etc. Surely, 
legal and honorable tax minimization, 
having as one of its objectives the provi- 
sion of an adequate net income after 
tax is prompted by a valid business pur- 
pose,—viz., survival under our existing 
tax burdens. 

Surely the highest business purpose 
exists for the indulgence by a taxpayer 
in legal and honorable tax minimiza- 
tion. That reason is clearly suggested by 
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the decision of the Tax Court in Ber- 
land’s, Inc. (16 TC 182 Acq. 1951-2 CB 
1). In that case the Commissioner 
pointed out that the tax consequences 
of Berland’s reorganization were con- 
sidered prior to the execution of the 
plan. The Tax Court said, at page 188: 

+ The consideration of the tax 
aspects of the plan was no more than 
should be expected of any business bent 
on survival under the tax rates then 
current. Such consideration is only the 
part of ordinary business prudence. It 
does not follow automatically from the 
fact that tax consequences were con- 
sidered, that tax avoidance was the 
principal purpose of Berlands’ organiza- 
tion of the petitioning corporations. . . .” 

If a taxpayer indulges in legal and 
honorable tax minimization, having in 
mind the preservation of adequate net 
income after tax in order to provide 
himself with requirements of his busi- 
ness in order that his business might 
under our American system of 
capitalism, under which every 
business is faced not only with keen 
competition but also with the burden of 
heavy tax rates, it would appear that a 
motive to achieve survival under these 
circumstances should rank as one of the 
highest possible business purposes. 

However, the Appellate Division ap- 
pears either to be unaware of, or not to 
approve, the rule announced in Gould v. 
Gould, or to accept as settled law the 
that there be legal and 
honorable tax minimization. 


survive 
private 


proposition 


Burden on taxpayer 

A taxpayer’s troubles are only start- 
ing when he receives an uninformative 
notice of deficiency; when he files a peti- 
tion in the Tax Court he will probably 
find that the Commissioner’s answer will 
not comply with Tax Court Rule 14(b), 
which requires his answer to be so drawn 
as to fully advise the court and counsel 
of the nature of his defense. True, the 
taxpayer can employ counsel to appear 
in the Tax Court to file a motion to 
compel respondent to file a further and 
better answer, but one wonders why the 
taxpayer should be put to that trouble 
and expense to learn what he should 
have learned, in the first instance, from 
the notice of deficiency. 

Incidentally the Audit Division has 
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been following the practice of issuing 
uninformative 30-day letters; that too 
should be corrected. 

I can not help but feel that we would 
have far more settlements in tax cases 
if the Appellate Division, instead of 
playing a game of Blind Man’s Buff, 
were prepared to play a game of 
“Taxes” with all cards face up on the 
table. 

There is consequence of 
failure of the Appellate Division in the 
course of Administrative Appeals to lay 
its cards face up on the table and then 
fully and fairly to disclose its position 


another 


both as to law and fact, so as to permit 
a free and fair discussion of the issue. 
What I here refer to is suggested by the 
following; Tax Court Chief Judge Mur- 
dock, in addressing the San Francisco 
Tax Section recently, pointed out to 
us the heavy case load of the Tax Court 
and suggested settlement of tax cases as 
one means of reducing this case load. 

Actually, we do not know how to ap- 
proach settlement in these cases where 
the Appellate Division has refused to 
disclose the evidence on which it relies, 
or the basis upon which it proposes to 
apply the law and where, when cases 
reach the Tax Court, the Commissioner’s 
answer fails to comply with the above 
mentioned Tax Court Rule 14(b). 

In such situations, we have no means 
of weighing whatever evidence may be 
relied upon by the Appellate Division 
as against our own evidence and of an- 
alyzing and evaluating the legal bases 
upon which the deficiency is proposed 
to be determined. 

Our signed affidavits 
setting forth the evidence upon which 
they rely and we, as their counsel, have 
researched the law carefully and filed 
memoranda of authorities to which the 
Appellate Division will not reply. Under 
these circumstances, the most that we 
can suggest to our clients is an offer of a 
nuisance settlement, which we 
know the Internal Revenue Service will 
not entertain. 


clients have 


value 


One would suppose that if, in a given 
case, the Appellate Division (knowing 
the evidence relied upon by the tax- 
payer) had evidence which was stronger 
than that produced by the taxpayer, it 
would be both anxious and willing to 
reveal it, expecting thus to promote a 
settlement of the case. The same would 
be true of the legal position of the Ap- 
pellate Division. The conclusion that 
one naturally draws from the failure of 
the Appellate Division to reveal its posi- 
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tion as to fact and as to law is that those 
positions are weak. w 


IRS plans electronic records 


PLANNING FOR a centrally located elec- 
tronic data computer center and a com- 
prehensive file identifying all taxpayers 
and consolidating into each account all 
tax transactions relating to that account 
is being pushed by the IRS. At present 
it is hoped that the first center will go 
into action in 1961; the first computer 
is to be delivered to the IRS 
fall of that year. 


in the 


In addition to this new comprehen- 
sive file system the computer center will 
take over much of the paper work now 
being performed in the various Service 





*Corporate trustee found personally 
liable for estate taxes. Decedent estab- 
lished a living trust which he could re- 
voke with the written consent of the 
beneficiary, his daughter. The trust 
terminated by reason of his death and 
after a determination by the Commis- 
sioner that the trust was not taxable and 
proof that the estate tax had been paid 
by the executor, the corporate trustee 
distributed the trust corpus to the 
daughter. 

Subsequently, another Commissioner 
determined that the trust was includible 
in decedent’s gross estate and a de- 
ficiency was asserted. The 3-year Statute 
of Limitations had run but within the 
period for asserting liability 
against a transferee, the Commissioner 
asserted that the decedent’s widow, the 
trustee and the daughter were each 
personally liable for the tax as a trans- 
feree. 


4-year 


In three companion Tax Court cases, 
the Schuster, First Western Bank and 
Trust Company, and the Englert the 
Tax Court dealt with the question of 
the personal liability of each of them. 
In Schuster the Tax Court holds that 
decedent's who also was the 
executrix and surviving joint owner of 
$300,000 of property which she had 
held with the decedent in joint tenancy 
with right of survivorship, was per- 
sonally liable for the deficiency in tax 
as transferee. It was proper to assert 
transferee liability against her within 
the 4-year period. It noted that the 
Commissioner is not bound by his 
predecessor’s interpretation of the law, 


widow, 


New procedural decisions this month 


Centers of the IRS. The first of the 
new computer centers will be a pilot 
plant and the methods developed there 
will be gradually introduced into other 
areas over a period of several years. 


Appellate Division settles 82% 


THE APPELLATE Division in 1959 closed 
22,900 cases of which only 4,059 were 
petitioned to the Tax Court. The rest, 
82.2%, were settled in the division. The 
settlement ratio is somewhat higher for 
docketed cases than for nondocketed 
ones. The Appellate Division closed 
17,300 nondocketed cases; 81.6% were 
settled. Of the 5,600 docketed cases the 
settled ones, 4,730, were 84.8% of the 
total. 


and the trust could be taxed in spite 
of the earlier erroneous determination 
that it was not includible in the de- 
cedent’s gross estate. 

In First Western Bank and Trust 
Company the Tax Court deals with the 
liability of the trustee. It had distri- 
buted all of the assets to the daughter 
and thirteen months thereafter had re- 
ceived a statutory notice of a deficiency 
in estate taxes due from decedent's 
estate. The Tax Court agrees with the 
Commissioner that the trustee was per- 
sonally liable even though there was an 
executor acting and even though the 
assets had been distributed to the 
daughter. The trustee was a transferee, 
because at the time of decedent’s death 
it was trustee of a trust which he had 
created and had in its possession prop- 
erty included in decedent’s gross estate. 

In Englert, the Tax Court holds that 
the daughter, the beneficiary-distrib- 
utee, is not liable for the estate tax de- 
ficiency even though she had received 
the trust assets. The court indicated 
that it-was doubtful whether the term 
“transferee” applied to trust bene- 
ficiaries and refused to hold the daugh- 
ter liable as “transferee,” or as an heir, 
legatee, devisee or distributee under the 
1939 Code Section 827(b) (now 1954 
Code Section 6324(a)(2)). Schuster, 32 
TC No. 90; First Western Bank and 
Trust Company, 32 TC No. 91; Englert, 
32 TT No. 92. 


Filing form 870-TS does not bar subse- 
quent refund claim [Non-acquiescence]. 
Taxpayer signed a waiver form 870-TS 
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agreeing to a deficiency assessment and 
agreeing not to file refund claims. 
Then, after the three-year period of 
limitations expired within which the 
Commissioner could make further assess- 
ments, taxpayer claimed an overpay- 
ment for the same year. The Commis- 
sioner, while admitting that taxpayer's 
undertaking not to file a refund claim 
was not legally binding, since it was 
not a formal statutory closing agree- 
ment, contended that taxpayer should 
be equitably estopped from asserting his 
claim. The court found the claim for 
overpayment related to a matter never 
considered in negotiations leading to 
the execution of form 870-TS, and since 
the Commissioner failed to show any 
detriment by reason of reliance thereon, 
taxpayer was not barred from now as- 
serting the claim. One dissent on the 
ground that it has been held in other 
cases that mere showing of failure to 
assess deficiencies proves reliance by the 
Commissioner supports estoppel 
without proof of the amount of pos- 
sible deficiencies foregone. Davis, 29 TC 
878, non-acq., IRB 1959-36. 


and 


Tax Court has jurisdiction of hobby loss 
deficiency assessed under special time 
extension [Acquiescence]. The Commis- 
sioner assessed deficiencies against tax- 
1939 Code section 130 
(which limits the deduction for hobby 
losses); 


payer under 

these assessments were timely 
under the special one-year extension 
granted under that section, though not 
under the ordinary rule. Taxpayer filed 
a petition to the Tax Court which, the 
Commissioner argued, should be dis- 
missed because the Code does not give 
the court jurisdiction over assessments 
made under this extended time. The 
court held there is no statutory author- 
ity warranting separate procedures for 
assessment and review of deficiency de- 
terminations under Section 130; it has 
jurisdiction over a deficiency properly 
assessed under Section 130. One dissent 
on the ground that the language of the 
Code strictly read does not support this 
interpretation. Davis, 29 TC No. 95, 
acq. IRB 1959-36. 


Commissioner could not reduce EPT 
refunds by income tax deficiency. A\l- 
though taxpayer’s claim for 1942 EPT 
relief was for $64,000, only $17,000 was 
refundable, the balance having been 
barred by the statute of limitations. Be- 
cause of the $64,000 claim, taxpayer's 
1942 excess profit net income credit was 


reduced, resulting in an income tax de- 
ficiency of $32,000. Assessment of this 
amount was also barred by the statute 
of limitations. The Commissioner in- 
voked 1939 Code Section 3807 which ex- 
tends the statute of limitations in cases 
of related income and excess profit 
taxes. Relying on this Section, the Com- 
missioner devised a formula wherein 
taxpayer’s refund would be reduced by 
$8500 of the deficiency. The Tax Court 
finds that this result was not intended 
by the Code. The court rules that the 
refund may not be reduced by any part 
of the deficiency because the total EPT 
relief ($64,000) exceeds the total related 
deficiency ($32,000). Merrimac Hat 
Corp,. 32 TC No. 100. 


Taxpayer omitted 25% of income. The 
court finds that taxpayer omitted more 
than 25% of gross income for 1946 and 
1947, therefore assessments made more 
than three years after the due dates of 
those returns were timely. Proof of 
claim filed with an Arizona court within 
six years of the assessment date is time- 
ly, since the Federal government is not 
bound by a state statute of limitations. 
Kramer, DC Ariz., 8/26/59. 


Executor recoups overpayment of estate 
tax against income tax deficiency. The 
Commissioner assessed an income tax 
deficiency against the decedent for years 
1947 through 1950. The executor paid 
the deficiency and filed a claim for a 
refund of estate taxes based upon the 
deduction of decedent’s income tax 
liability. The claim for refund of estate 
taxes filed after the expiration of the 
period of limitations, over three years 
after the estate tax had been paid, was 
disallowed. A second was filed 
for refund of income the 
theory of equitable recoupment, asking 
that the barred estate tax overpayment 
be offset against the income tax. This 


claim 
taxes on 


second claim was timely but it was also 
disallowed. In a suit based upon the 
second claim, the court held that the 
executor was entitled to recover. The 
theory of equitable recoupment was ap- 
plicable inasmuch as both claims arose 
out of the same subject matter and 
transaction. The estate tax deduction 
for which a refund would have been 
available was germane to the same sub- 
ject matter as the income tax deficiency 
and the executor was entitled to offset 
the overpayment of estate tax against 
the income tax. Bowcut, DC Mont., 8/ 
6/59. 
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Claim for refund for additional income 
taxes covers subsequent state taxes. The 
executors filed a claim for refund of 
estate tax because of liability for in- 
come taxes, listing in detail the de- 
cedent’s Federal income tax liabilities. 
Subsequently, the executors paid dece- 
dent’s State of Georgia income tax 
liability. Instead of amending the claim 
they wrote a letter to the Revenue 
Agent to whom the claim was assigned 
setting forth Georgia tax deficiency, re- 
computing the estate tax and claiming a 
refund due. The District Director issued 
a 30-day letter showing deductions for 
both the Federal and the Georgia in- 
come tax liability, but when the notice 
of adjustment and certificate of assess- 
ments and payments were issued, the 
amount of the refund was based solely 
upon the deduction for decedent's Fed- 
eral tax liabilities. This court 
holds that the executors are entitled to 
an additional refund based on the 
Georgia State income tax deficiency. 
The claim for additional income taxes 
was broad enough and, in addition, the 
acts of the Revenue Agent and the Dis- 
trict Director were sufficient to waive 
any defect im the claim. Mills, D C Ga., 
8/7/59. 


income 
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Amended excess profits claim effective 
as a timely claim [Acquiescence]. An 
amended excess profits tax claim for 
the benefit of a carryover of an unused 
credit is held to be a timely amendment. 
The amendment was filed after the 
statutory period, but before final deter- 
mination of the original claim, and the 
amendment was based on grounds of 
which the Commissioner had continu- 
ing notice. H. J. Heinz Co., 32 TC No. 
2, acq., IRB 34. 


Deficiency notice not invalid though 
issued while overpayment was outstand- 
ing. Taxpayer computed his tax liabil- 
ity on his 1954 return to be $550. Hav- 
ing reported $800 withheld from his 
wages during the year, taxpayer indi- 
cated an overpayment of $250 and re- 
quested that it be refunded to him. On 
a pre-refund audit, certain expenses 
were disallowed and the tax liability was 
increased by $150 to $700. Taxpayer 
does not deny the deficiency, but argues 
the statutory notice of deficiency is in- 
valid simply because the Commissioner 
issued the notice before making a re- 
fund of taxpayer’s admitted overpay- 
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ment. ‘The court disagrees and finds 
there is no statutory prohibition against 
the Commissioner’s issuance of his de- 
ficiency notice prior to refund of an 
overpayment resulting from tax withheld 
from taxpayer’s wages. Goodman, TCM 
1959-149. 


No EPT estoppel in stipulation for in- 
come taxes. Taxpayer corporation stipu- 
lated their 1945 and 1946 net income in 
settling income tax assessments for those 
years. The Commissioner claims that for 
purpose of computing the excess profits 
credit for average base period net in- 
come, taxpayer is bound by the net in- 
come change. The court dismisses the 
defense of estoppel. Congress did not in- 
tend to bind the taxpayer to an incorrect 
item of income reported in the base 
period years. Instead, it intended that 
the base period be reexamined, and the 
correct amount of income be used in 
computing the credit. Taxpayer is not 
seeking to change its position to the 
detriment of the government, but rather 
is seeking to prevent the perpetuation 
of an alleged error. Fardale Corp., Ct. 
Clms., 7/13/59. 


Burden of proof remains on taxpayer; 
Commissioner did not use new theory, 
Taxpayer reported a redemption of 
stock as a long-term capital gain and 
accordingly included one-half of the 
gain in his taxable income. The Com. 
missioner sent taxpayer a notice of de. 
ficiency requiring the inclusion of the 
full gain as ordinary income. In the 
notice, the Commissioner cited the gen. 
eral gross income provisions of the 
Code and did not specifically allege 
that the redeeming corporations were 
collapsible until an amended answer 
filed two months prior to trial. Taxpayer 
argued that Wilson (25 TC 1058) in- 
volving essentially the same facts, shifted 
to the Commissioner the burden of 
proving that the corporations were col- 
lapsible. The Tax Court re-examines its 
Wilson decision, admits that it was er- 
roneous and declares that it will not be 
followed in the future. This was not 
new matter as to which the Commis- 
sioner assumed the burden of proof, 
since the original notice was broad 
enough to allow an inference that the 
corporations might be collapsible. 
Spangler, 32 TC No. 67. 
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*Accountant’s papers turned over to 
attorney not privileged. A Special Agent 
summoned taxpayer’s attorney to pro- 
duce worksheets prepared by taxpayer’s 
accountant and then in the custody of 
the attorney. The court enforces the 
summons. The work papers are the 
property of the accountant, not the at- 
torney. The mere custody by the at- 
torney does not create a privileged com- 
munication. Boccuto, DC N. J., 8/4/59. 


No contempt; reasonable excuse for 
failure to produce records. The court 
denies the government’s motion to 
punish defendant for contempt. He had 
produced most of the records requested 
by the Special Agent as to six corpora- 
tions he controlled, and he was gen- 
erally co-operative. The government 
had not introduced sufficient evidence 
that the missing records were in his 
possession. Dresden, DC N. Y., 6/25/59. 


Mitigations provision not applicable. 
Taxpayers were members of a partner- 
ship with their father. The IRS deter- 
mined the partnership was not valid for 
tax purposes, taxed all income to the 
father and refunded tax to the tax- 
payers. The father then succeeded in 
reversing this determination, the court 
upholding the validity of the partner- 
ship. The IRS then assessed the original 
taxes against taxpayers for their shares 
of the partnership income. The court 
holds, without discussion, that the 
statute of limitations bars the assess- 
ment, the implication being that the 
provisions of Section 1311 mitigating 
the limitations period are not appli- 
cable. Cain, DC Tex., 7/7/59. 


Recoupment of estate tax allowed 
against income tax deficiency. A de- 
ficiency in decedent’s income tax was 
determined involving some matters 
which also affected the gross estate. Fur- 
ther, the income tax deficiency would 
itself be a debt deductible from the 
gross estate. Although the refund of 
estate tax would otherwise be barred by 
the statute of limitations, the court 
allows the estate to recoup the over- 
payment of estate tax against the in- 
come tax deficiency. Bowcut, DC Mont., 
8/6/59. 


IRS examination was waiver of claim 
requirement. Based on relief under Sec- 
tion 722 of World War II excess profits 
tax, taxpayer had carrybacks from 1944 
and 1945 to 1943. A refund claim was 








*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











filed for the 1945 carryback but not for 
1944. However, a Revenue Agent was 
assigned to make a recomputation of 
the 1943 tax based on both carrybacks. 
He informed taxpayer the 1944 carry- 
back would be allowed, but his action 
was reversed by the review section. This 
court, reversing the Tax Court, holds 
that the action of the Service constitutes 
a waiver of the requirement of a formal 
claim and permits the refund. Dale Dis- 
tributing Co., CA-2, 8/17/59. 


Amended claim for refund permitted; 
grounds were not changed. Taxpayer 
filed a refund claim for $100,000 based 
on additional allowance for percentage 
depletion. After the statute of limita- 
tions had run, taxpayer amended its 
claim to ask for refund of $355,000. The 
additional refund was due to a recom- 
putation of net income on which the 
percentage depletion was computed. 
The court holds the amendment was 
based on the same grounds as the orig- 
inal claim. The Commissioner was ap- 
prised of the issues within the period of 
limitation. The court permits an 
amendment of the complaint to con- 
form to the amended claim. St. Joseph 
Lead Co., DC N. Y., 7/24/59. 


Waiver valid though improperly ex- 
ecuted. A waiver extending the period 
of collection was made out in the name 
of taxpayer-corporation, but it was 
signed by an individual officer without 
designation of his title and the corpo- 
rate seal was not affixed. The court 
holds the waiver valid despite the de- 
fects in its execution. In a subsequent 
court proceeding, taxpayer conceded the 
validity of liens based on the assess- 
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ment. This concession cured any de- 
fects in the waiver. Vassallo, Inc., DC 
Del., 5/7/59. 


Transferee liable for interest. Taxpayer 
received property from a tax delinquent 
for less than fair value. In settlement of 
an assessment of transferee liability, tax- 
payer conceded he was liable as trans- 
feree and stipulated to the amount of 
the liability, which included the tax 
and penalties. The court holds he is 
also liable for interest on the stipulated 
liability. The Tax Court order indicated 
the deficiency was to bear interest. 
Sims, DC Ala., 7/13/59. 


Deposit of money by insolvent to son’s 
account not a gift; son not liable as 
transferee for father’s taxes. A father 
deposited $5,000 in his son’s special ac- 
count at a time when the father was in- 
solvent and indebted to the U. S. for 
unpaid income taxes. The court holds 
the son is not liable as transferee for 
the father’s taxes since the deposit was 
not a gift given without consideration. 
Of the $5,000 received by the son, 
$3,800 was to pay a valid debt owing to 
him by thé father, and the balance of 
$1,200 was withdrawn by the father for 
his own benefit in less than 5 months 
from the date of the deposit, and be- 
fore the notices of transferee liability 
were issued. Emond, TCM 1959-173. 


Tax Court has no jurisdiction; payment 
was not allocated to tax. Taxpayer had 
made a payment of some $120,000 to the 
Treasury in anticipation of deficiency 
assessments. The amount was deposited 
in a suspense account where, the court 
notes, it still remains. Following Rosen- 
man, 323 US 658, the court holds that no 
payment of tax was made, there having 
been no allocation of the fund to an as- 
sessed deficiency. Consequently it can not 
find an overpayment. Draper, 32 TC No. 
49. 
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IRS can’t extend time for indictment 


by finding later “separate offense” 


by GEORGE D. CROWLEY 


The Beacon Brass case, discussed briefly in these columns in April (10 JTax 248) 


has been seized upon by the IRS as providing a way to deny taxpayers the pro- 


tection of the statute of limitations. Mr. Crowley represented a taxpayer who was 


indicted more than six years after the filing of the allegedly false individual re- 


turn, on the theory that the filing just within the six-year period of a return 


for a related corporation would support the indictment for individual evasion. 


He tells us here how the District Court decided that Beacon Brass was not authority 


for this position. Mr. 


Crowley’s case, though, unfortunately, not appealed by 


the IRS nor widely commented upon, is an encouragement to practitioners 


faced with a similar attempt by the IRS to circumvent the statute of limitations. 


— MORE THAN SIX YEARS HAVE 
EXPIRED since the filing of a re- 
turn, may a taxpayer still be indicted 
for attempted evasion of taxes for that 
year by reliance on a subsequent act 
as the indictable offense? Though Bea- 
con Brass (344 US 43) did not concern 
this precise question, the IRS is relying 
on it and in at least one case, Sclafani 
(126 F.Supp 654), has received support 
for its position. However, the U. S. Dis- 
trict Court held, in the case here under 
discussion (Bridell, 58 CR 475, DC, ND 
Ill., Eastern Division) that Beacon Brass 
provided no authority and that a close 
analysis of the Code section involved, 
145(b), shows that the alleged offense 
was completed by the filing of the re- 
turn and that indictment more than six 
years later was therefore not timely. Un- 
fortunately the decision in this case was 
not appealed by the Government and, 
until higher courts speak, may have 
little effect on the policies of the IRS. 
This attempt by Internal Revenue 
Service to extend the statute of limita- 
tions in criminal fraud is frightening to 
even the seasoned tax practitioner. Al- 
though it is a natural tendency for ad- 
ministrators to press their jurisdiction 
as far as they can, tax practitioners 
must insist that the IRS stay within the 


authority given it by statute. When Con- 
gress set a six-year statute of limitations 
it meant to bar prosecutions after six 
years elapsed (save, of course, for some 
exceptions, such as absence from the 
country). Justice requires that taxpayers 
not be exposed forever to investigation, 
nor be compelled to preserve evidence 
indefinitely. In these days of growing 
administrative power, we must look to 
the courts to check unwarranted exten- 
sions in the concepts of fraud by arbi- 
trary interpretations of statute or de- 
cision. 

In the criminal tax case here dis- 
cussed it appeared that the Service was 
unable to make a decision to prosecute 
the taxpayer within the prescribed 
six year period. Subsequently it turned 
to a collateral investigation then in 
progress and the filing of an 
allegedly false corporate return as a 
means of charging the taxpayer with an 
evasion of his individual taxes. 

On March 14, 1952, this taxpayer filed 
his return for the calendar year 1951; 
it reported taxable compensation from 
the corporation of which he was presi- 
dent of $6,008. Thereafter, on June 13, 
1952, the taxpayer, as president of the 
corporation, filed the corporate income 
tax return. This return showed that the 


used 


total income, exclusive of unreimbursed 
expenses, received by the taxpayer and 
his wife from the corporation during 
the calendar year 1951, amounted to 
$6,008. 

On June 13, 1958, which, you will 
note was more than six years after the 
filing of the individual return, a com- 
plaint, which stays the running of the 
limitations statute, was filed with the 
United States Commissioner and on 
July 31, 1958, the Grand Jury returned 
a two-count indictment against the tax- 
payer. Count one of the indictment 
stated in substance that the taxpayer, 
“who had on March 14, 1952, filed... a 
joint income tax return . . . did wilfully 
and knowingly attempt to evade and de- 
feat a large part of the income taxes 
due and owing by him .. . for 1951 by 
filing for the purpose of concealing ad- 
ditional unreported income .. . a false 
corporation income tax return on behalf 
of the . . . corporation for... 1951... 
in violation of Section 145(b), IRC of 
1939. (Emphasis supplied.) 

The applicable portion of Section 
145(b), (Section 7201, 1954 Code) states: 
“Any person .. . who willfully attempts 
in any manner to evade or defeat any 
tax imposed by this chapter or the pay- 
ment thereof, shall . . . be guilty of a 
felony...” 

Of course, the first action by the de- 
fense was a motion to dismiss the above 
count on the ground that it was not 
found within the six years! after the 
alleged offense was committed; the of- 
fense with which he was charged, if 
committed by him, was completed on 
March 14, 1952, the date the return was 
filed, since the crime complained of was 
the attempted evasion of individual in- 
come taxes for 1951, and there can be 
the commission of but one offense 
against Section 145(b) by a taxpayer for 
one year with respect to his individual 
income tax. 


Defendant's position 


In support of this motion it was 
argued (1) that all acts embodied in the 
wilful attempt to evade or defeat the 
same income tax constitute one offense 
under Section 145(b); and (2) that this 
offense is complete when a false and 
fraudulent return is actually filed. 

Johnson, (319 U.S. 503) is authority 
for the first proposition. There the 
Supreme Court held that there was only 
one offense charged in each count of 
an indictment and therefore such counts 


were not duplicitous even though the 


wae 





co-d 
acce 
fore 
yeal 
the 

offe 


F.2c 
tion 
In ( 
the 
tax¢ 
of a 
par 
of ¢ 
Sec 
pric 
is I 
gov 
not 
tim 
cou 
file 
con 
fals 
cri 
wil 
the 
wil 
an 
de! 
du 


on 
ab 
ta) 
wa 
mi 
ho 
wl 
U) 
sti 
fo: 


th 
Wi 


In 
Wl 








co-defendants involved were charged as 
accessories in committing acts both be- 
fore and after March 15 of the relevant 
years.2 The court thus indicated that 
the acts involved constituted only one 
offense rather than separate offenses. 

Cave (159 F.2d 464) and Imholte (226 
F.2d 585) are authority for the proposi- 
tion that the filing completes the offense. 
In Cave the defendant was charged with 
the attempted evasion of his income 
taxes and was convicted on two counts 
of a four-count indictment. He appealed 
partly on the ground that the offense 
of attempted income tax evasion under 
Section 145(b) cannot be committed 
prior to the day on which the taxpayer 
is required to file his return, unless the 
government proved that the tax had 
not been paid up to and including the 
time the indictment was returned. The 
court held that since a return can be 
filed before March 15, the crime was 
complete when the defendant filed a 
The court stated, “The 
crime denounced by Section 145(b) of 
willfully attempting to defeat or evade 
the tax is complete when the taxpayer 
willfully and knowingly files a false 
and fraudulent return with intent to 
defeat or evade any part of the tax 
due the United States.” 

In Imholte the defendant was indicted 
on February 20, 1954, as an aider and 
abettor in the evasion of corporate 
taxes by the corporation of which he 
was the general sales manager. He ad- 
mitted that he and the principal stock- 
holder had committed certain acts 
which would result in defrauding the 
United States but argued that the 
statute of limitations barred prosecution 
for any acts committed by him prior 
to February 20, 1948. It was conceded 
that the defendant had nothing to do 
with the filing of the false return on 
March 15, 1948. The court held that 
Imholte’s offense consummated 

the false return was filed and 
evidence of the offense was not 
inadmissable merely because it related 
to acts committed at a time when prose- 
cution therefor would have been barred 
by the statute of limitations. The court 
stated: “It was the trial court’s theory 
that the offense charged was the attempt 
to evade or defeat the corporation’s 


false return. 


was 
when 
that 


1 Title 26 U.S.C. Section 3748. 

2In reversing the Circuit Court of Appeals, the 
Supreme Court stated: “The crime of each of the 
first four counts is the willful attempt to evade 
the payment of what was due to the revenue. All 
who participated in that attempt were contribu- 
tors to the illicit enterprise. There was only one 
Offense in each count .. .”’ (Emphasis added). 


taxes which culminated and became 
complete with the filing of the false 
return on March 15, 1948, and that 
since Imholte aided and abetted that 
act of attempted evasion, he is guilty 
of aiding the attempted evasion of 
March 15, 1948, within the period of 
limitations. We agree with the trial 
court. The substantive offense being the 
attempt to evade the payment of the 
tax, and Imholte being charged with 
aiding and abetting Hayden in the Com- 
mission of that offense, Imholte’s offense 
was consummated when the false re- 
turn was filed. Hence the offense of 
aiding and abetting the attempted 
evasion was committed on March 15, 
1948.” 

Citing the above language from the 
Imholte case, it was pointed out on tax- 
payers behalf that the government 
adopted a position in his case which 
contradicted its stand in Imholte. The 
government argued in the Jmholte case 
that the time of prior acts was not 
controlling and here that the time 
of the subsequent acts, namely the filing 
of the corporate return, did controlling 
as to the statute of limitations. The gov- 
ernment should be bound by its victory 
in Imholte and be compelled to com- 
pute the six year period from the time 
of filing the return for the year in- 
volved. 


Government’s position 


In answer to the argument presented 
for the taxpayer here, that all of the 
acts allegedly constituted 
offense which was complete when the 
alleged fraudulent individual return was 
filed, the government replied that the 
offense charged was not the filing of a 
false and fraudulent individual return 
but rather the attempted evasion of in- 
dividual taxes through filing of 
a fraudulent corporate tax return. This 
argument was based on two _ proposi- 
tions, first, that the scope of Section 
145(b) is broad enough to include any 
affirmative conduct which can be con- 
strued as an attempt to defraud the 
government by evading taxes, and sec- 
ondly, that separate attempts to evade 
and defeat the same tax constitute 
separate offenses under Section 145(b). 

The applicable portion of Section 
145(b) states: “Any person . . . who 
willfully attempts in any manner to 
evade or defeat any tax imposed by this 
chapter or the payment thereof, shall 
. . . be guilty of a felony .. .” 

The government’s first proposition 


only one 


the 
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was that the words “in any manner” 
include any conduct on the part of a 
taxpayer which can be construed as part 
of a process of attempted tax evasion. 
It cited Spies (317 U.S. 492) as authority 
for holding that the scope of Section 
145(b) is broad enough to include an 
attempted evasion of one’s individual 
taxes through the filing of a fraudulent 
corporate return. The Supreme Court 
there stated: “Congress did not define 
or limit the method by which a willful 
attempt to defeat and evade might be 
accomplished . . . Nor would we by defi- 
nition constrict the scope of the Con- 
gressional provision that it may be ac- 
complished ‘in any manner’ we 
would think affirmative willful attempts 
may be inferred from conduct, the like- 
ly effect of which would be to mislead 
or to conceal.” 


Beacon Brass cited 


The government cited Beacon Brass 
Co., Inc., (344 U.S. 43) as authority for 
its proposition that separate attempts to 
evade and defeat the same tax consti- 
tute separate offenses under Section 
145(b), and to refute the defendant’s 
argument that there can be only one 
offense for one year. A one-count indict- 
ment had been returned against Beacon 
Brass Co. and its president on March 
16, 1951, charging that the defendants 
had attempted to evade taxes by making 
false statements to Treasury represen- 
tatives on October 24, 1945, “For the 
purpose of supporting, ratifying, con- 
firming and concealing the fraudulent 
and incorrect statements and represen- 
tations made in the corporate tax re- 
turn... filed on or about January 5, 
1945 .. .” You will note that the indict- 
ment was returned more than six years 
after the filing of the allegedly false 
corporate tax return but less than six 
the state- 
ments were made. The district court 
(Massachusetts) viewed the indictment 
as charging the separate crimes of filing 
a false return and making subsequent 
false statements to Treasury representa- 
tives, and dismissed the indictment as 
duplicitous. 

On September 14, 1951, a second in- 
dictment was returned against Beacon 
Brass and its president and it repeated 
the charge that they had attempted to 
evade taxes by making false statements 
to Treasury employees on October 24, 
1945, in violation of Section 145(b). 


years after allegedly false 
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However, no reference was made in this 
indictment to the January corporate re- 
turn. The district court dismissed this 
second indictment on the ground that 
it failed to charge an offense under Sec- 
tion 145(b) since the making of false 
statements is punishable only by Sec- 
tion 35(a) of the Criminal Code. That 
section makes it unlawful to make false 
or fraudulent statements in any matter 
within the jurisdiction of any depart- 
ment or agency of the United States. A 
three-year statute of limitations is ap- 
plicable to such false statements and, 
of course, had already expired. 

The government appealed the Beacon 
Brass dismissal to the Supreme Court. 
That court stated the issue involved 
was whether the making of false state- 
ments was within the scope of Section 
145(b).3 In deciding this issue in favor 
of the government the court held that 
a single act, transaction or method of 
tax evasion may violate more than one 
criminal statute and that Congress did 
not intend to exclude false statements 
from the scope of Section 145(b) so 
that they could be punishable under 
Section 35(a)* only. This position is 
supported by the fact that the filing of 
false income tax returns, which are 
merely false written statements, has uni- 
formly been held to be punishable un- 
der Section 145(b).5 


IRS interpretation 


There was nothing new or startling 
in the Supreme Court’s Beacon Brass 
decision that the government has a 
choice of statutes under which it may 
prosecute false statements made to gov- 
ernment officials when they relate to 
income taxes. The IRS, however, has 
given it a new importance through its 
interpretation of the decision as mean- 
ing that the making of false statements 
to government representatives consti- 
tutes separate offenses under Section 
145(b). Its proposition, as presented in 
the particular case here being discussed, 
that the statute of limitations runs from 
the time the false statements are made, 
would necessarily follow if such state- 
ments are separate offenses. 


Sclafani case 

To bolster its position in this case the 
government cited Sclafani (126 F. Supp. 
654) which relied on Beacon Brass in 
holding that the defendant had attempt- 
ed to evade income taxes due from him 
for 1945 and 1946 by filing false state- 
ment with representatives of the Treas- 
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ury in 1950 and 1951. It was more than 
six years after the filing of returns for 
1945 and 1946 when the information 
was filed against Sclafani in 1954. He, of 
course, moved for a dismissal on the 
ground that prosecution was barred by 
the statute of limitations. In denying the 
motion the District Court for the East- 
ern District of New York said, 

“It is correct to say that prosecution 
for the alleged crime of attempted eva- 
sions of taxes by the filing of false tax 
returns was outlawed in 1954, but it was 
possible for the defendant to violate 
the statute involved in more than one 
way and on more than one occasion, and 
that is precisely what the government 
accuses the defendant of doing.” The 
motion to dismiss in the case here being 
reviewed would have to be denied if the 
court followed the Sclafani interpreta- 
tion of Beacon Brass. 

Consequently the elements necessary 
for the commission of an offense under 
Section 145(b) were analyzed to refute 
in the reply brief the government’s in- 
terpretation of Beacon Brass and its ex- 
tension in Scalafani. 

The following elements are necessary 
for the commission of an offense under 
Section 145(b): (1) an attempt to evade 
and defeat taxes (Spies, 317 U.S. 492); 
(2) willfulness, (Murdock, 290 U. S. 
389); (3) an additional tax due (Gleck- 
man, 80 F.Supp. 394, Tinkoff, 86 F.2d 
868, cert. den. 301 U.S. 689, Schenck, 
126 F.2d 702). 

It is the third element which differ- 
entiates the “attempt” contemplated by 
Section 145(b) from the ordinarily ac- 
cepted basic criminal law concept of 
“attempt.” 

Under ordinary criminal statutes a 
person can be convicted of an attempt 
to violate a law even though that at- 
tempt was thwarted and the purpose of 
the attempt was never accomplished. 
Under Section 145(b), however, no mat- 
ter how many lines of conduct are em- 
ployed in an attempt to evade taxes, 
such as false invoices, suppressed sales, 
8 Justice Minton stated for the Court: “The ques- 
tion raised by the decision below is whether by 
enacting a statute specifically outlawing all false 
statements in matters under the jurisdiction of 
agencies of the United States, Congress intended 
thereby to exclude the making of false statements 
from the scope of Section 145(b).” 

*The Court said: “The language of Section 145 
(b) which outlaws willful attempts to evade tax- 
es ‘in any manner’ is clearly broad enough to in- 
clude false statements made to Treasury represen- 


tatives for the purpose of concealing unreported 
income ... “‘We do not believe that Congress in- 


tended to require the tax-enforcement authorities 
to deal differently with false statements than with 
other methods of tax evasion.” 

5 The Court stated: “‘Moreover, since no distinc- 
tion is made in Section 35(a) between written 
and oral statements, the reasoning of the court 
below would be equally applicable to false tax 


false book entries, alteration of original 
books, etc., unless a false return is filed 
so that an additional tax is due, no 
prosecution will lie for an “attempt to 
evade taxes.” Such acts are not punish- 
able if the taxpayer files an accurate re- 
turn and pays all of his taxes. Nor can 
a prosecution be brought for such acts 
before the date on which a return for 
that year was due to be filed since the 
filing of an accurate return would pre- 
vent any of the acts from being con- 
sidered criminal. 


Error in IRS position 


The government position does not 
distinguish between actions from which 
an attempt may be inferred and the 
substantive offense itself. The Spies 
case, far from being authority for the 
government’s argument that the scope 
of Section 145(b) is broad enough to in- 
clude all false statements, held that 
affirmative, willful attempts may be in- 
ferred from “conduct such as keeping a 
double set of books, making false re- 
turns or alterations, or false invoices or 
documents, destruction of books and 
records or any conduct the likely effect 
of which would be to mislead or con- 
ceal.”7 The Spies case did not hold that 
the crime involved under Section 145(b) 
lies in such conduct. The filing of a 
false corporate income tax would merely 
be one such act from which criminal in- 
tent could be inferred if a false or 
fraudulent personal income tax return 
was filed, but which, standing alone, 
would not constitute a separate viola- 
tion of Section 145(b), nor would it be 
controlling as to the running of the 
statute of limitations. 

Counsel for the taxpayer here there- 
fore answered the government’s conten- 
tion that the Beacon Brass and Sclafani 
cases had determined that the making of 
a false statement could constitute a sep- 
arate offense under Section 145(b), by 
pointing out that the Supreme Court 
did not hold in Beacon Brass that the 
indictment had been timely filed or that 
returns which are, of course, false written state- 
ments. But the Courts of Appeals have uniformly 
applied Section 145(b) to attempts to evade taxes 
by filing false returns. Gaunt, 184 F. 2d 284; Tay- 
lor, 179 F. 2d 690.” 
® The court in Sclafani stated: “Beacon Brass Co. 
. .. appears to be in point. The pertinent facts in 
that case are substantially similar to those in the 
instant case...” : 

7 The court stated: ‘““‘We would think affirmative 
willful attempts may be inferred...” 

8The Supreme Court in Beacon Brass stated: 
“The appellees contend that the acts charged con- 
stituted only one crime of tax evasion which was 
complete when the allegedly false tax return was 
filed . . . We do not consider these questions be- 
cause our jurisdiction on this appeal is limited to 
review of the District Court’s construction of the 


statute in the light of the facts alleged in the in- 
dictment.” 
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the acts charged constituted a separate 
crime of tax evasion. These were the 
issues in the case at bar but were not 
issues in Beacon Brass since a decision 
on them was not necessary for the ad- 
judication of that appeal.§ Nor is the 
Sclafani case authority for the govern- 
ment’s positions since, as stated above, 
it was based on an erroneous interpre- 
tation of the Beacon Brass case. 


District Court opinion 


In granting the defendant’s motion 
to dismiss this case the court made short 
work of disposing of the government’s 
reliance on Beacon Brass and Sclafani. 
Although Beacon Brass held that the 
making of false statements to Treasury 
agents is an under Section 
145(b), the court said, the Supreme 
Court specifically stated that it was 
not deciding whether or not such state- 
ments are part and parcel of the one 
crime of tax evasion which was com- 
plete when the allegedly false tax re- 
turn was filed—the issue in our case. 
And while the Sclafani case decided that 
two separate offenses are possible in 


offense 


cases of this nature, it did so in an 
erroneous reliance on Beacon Brass. 
Therefore, the court concluded, the 


cases relied upon by the government 
did not decide the issues involved here 
and their solution lies in an analysis of 
Section 145(b). 

The court in its opinion then cited 
the analysis of both Sections 145(a) 
and 145(b) found in the Spies case. 
There it was said that Congress in- 
tended some willful commission in ad- 
dition to the acts which make up the 
list of misdemeanors in Section 145(a) 
to constitute the felony created by Sec- 
tion 145(b). The same act as is set 
out in Section 145(a) as a misdemeanor 
is aggravated to the degree of a felony 
under Section 145(b) by conduct which 
amounts to a “willful and positive at- 
tempt to evade tax in any manner.” 
The act charged in the present indict- 
ment as a felony is merely one instance 
of such conduct. Such conduct was not 
spoken of in the Spies case as a felony 
and has never been prosecuted as such. 

The act constituting the offense in 
this case, the court concluded, was the 
filing by the defendant of a joint in- 
come tax return on March 14, 1952, 
which act was aggravated by the sub- 
sequent filing of a corporate income tax 
return on June 13, 1952. The filing 
of the corporate return was not a 
separate offense and it would be illogical 





to assume that the nature of the of- 
fense set out in Section 145(b) is con- 
tained in such act since the alleged 
evasion took place when the individual 
return was filed. The construction urged 
by the government would enable it to 
continue the statute of limitations in- 
definitely by using any false statement 
in regard to a past tax evasion as a re- 
viving of the statute of limitations. 
After Judge Campbell handed down 
his opinion, the decison of the govern- 
ment, which had to be made within 30 
days, whether or not to apply to the 
Supreme Court for a writ of certiorari 
was anxiously awaited. I had hoped 
that an application would be made, con- 
fident that the decision would be upheld 
and the IRS restricted nationally. La- 
mentably, no such application was 
made. Now we find ourselves with but 
one district court opinion which clearly 
and concisely states the law as it was 
meant to be and as it is. This case, un- 
fortunately, will probably have no im- 
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pact on the national picture. 

The present case would have been a 
splendid opportunity for an unequivo- 
cal pronouncement from the Supreme 
Court of exactly what the law is. The 
taxpayer had no opportunity of taking 
this matter up to the higher court. The 
door was open for the government but 
it failed to cross the threshold and left 
the issue, nationally, in doubt. It is not 
clear exactly what motivated the gov- 
ernment; it may be that they are still 
pursuing their Beacon Brass thesis in 
other jurisdictions. 

If any moral can be drawn from this 
example I believe it is this: when a 
special agent appears a taxpayer is 
best represented by a particular breed 
of lawyer. A man well versed in taxes 
is not enough. A criminal law expert 
may well miss the technical taxation 
problems. Counsel for the defense must 
be experienced in both fields or else 
the taxpayer may find himself in the 
Beacon Brass trap. * 


New fraud and negligence decisions 





Engineer’s failure to report kickbacks 
was fraud. Taxpayer was employed as 
an engineer. He had contractors submit 
inflated invoices to his employer with 
the understanding that they would pay 
taxpayer the difference between the 
normal and excessive charge. Taxpayer 
did not report these kickbacks as in- 
come. The employer later brought suit 
to recover them, at which time tax- 
payer filed an amended return in which 
he included the kickbacks. The Tax 
Court finds that taxpayer's original re- 
turn was fradulent and upholds the re- 
sulting penalties. The fact that an 
amended return was later filed does not 
mitigate the fraud in the original re- 
turn. Naples, 32 TC No. 101. 


Doctor’s income reconstructed | Acquies- 
cence]. The court found that, for each 
of the years 1942, 43, ’45, *46 and ’47, 
taxpayer set up false records of his in- 
come from a medical practice, and that 
he fraudulently omitted substantial por- 
tions of his income from his returns. 
Reconstruction of his income by the 
bank-deposits-and-expenditures method 
is approved subject to adjustments. 
Reaves, 31 TC No. 72, acq. IRB-34. 


Taxpayer's accounting method used to 
show criminal fraud. Taxpayer was con- 
victed for criminal evasion of income 


taxes in the district court. This court 
affirms. The government’s use of tax- 
payer’s bank deposits to reconstruct in- 
come on a cash basis was proper, even 
though the accrual basis more clearly re- 
flected taxpayer’s income. The accrual 
basis had been used to compute tax- 
payer’s civil liability for fraud. That 
the returns were not honestly prepared 
could be shown only by consistently ap- 
plying the taxpayer’s own method of ac- 
counting. It was not error for the gov- 
ernment to show omissons of income 
in prior years in order to prove crim- 
inal intent. There is a dissent based on 
the principal ground that since the 
same items were Claimed by the gov- 
ernment to have been omitted from in- 
come in prior years under the accrual 
method, and from later years under the 
bank deposit method, the jury should 
have been instructed as to which 
method the government had elected to 
use. Morrison, CA-4, 8/13/59. 


Penalties for failure to file estimate up- 
held. The Tax Court rules that un- 
familiarity with the law and general re- 
liance on their accountant is not reason- 
able cause for taxpayers’ failure to file 
an estimate. Taxpayers did not show 
that they had discussed with their ac- 
countant the question of filing estimates 
or paying tax. Naples, 32 TC No. 101. 
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Revocable trusts widely used in lieu of 


wills as tax attributes become certain 


by LAURENS WILLIAMS and JAMES V. HEFFERNAN 


A revocable trust providing for post-death disposition of property in lieu of a 


will avoids publicity and some difficulties and expense of probate. The authors 


point out that many problems which previously made use of revocable trusts of 


doubtful value in estate planning have been settled by recent changes in law and 


Regulations. 


hes CREATION OF a revocable inter- 
vivos trust will not reduce the set- 
tlor’s federal income, gift or estate taxes 
either during his lifetime or at the time 
of his death. This is not surprising if 
one recognizes that the creation of a re- 
vocable trust is more akin to the execu- 
tion of a will than to the creation of an 
irrevocable trust. However, as in the case 
of testamentary trusts, a properly draft- 
ed revocable intervivos trust can result 
in a saving of both income and estate 
taxes that would otherwise be imposed 
on beneficiaries of the trust (other than 
the creator of the trust). Thus, income 
tax savings can be effected after the set- 
tlor’s death if the dispositive provisions 
of the trust permit the trustee, in his 
discretion, to accumulate the income of 
the trust or distribute any part or all of 
the income or principal to or among 
a class of beneficiaries consisting per- 
haps of a child of the settlor and his lin- 
eal descendants. With such an arrange- 
ment the income from the trust prop- 
erty can be kept out of the taxable in- 
come of high-income-tax bracket bene- 
ficiaries if they do not have need for it. 
If the trustee is to be a corporate trus- 
tee, it may be advisable to have a com- 
mittee composed of individuals who are 
close to the beneficiaries and who would 
be given the power to control the exer- 
cise of the trustee’s discretion. Estate 
and inheritance tax savings can also be 
effected with this or other arrangements 
whereby the corpus of the trust will not 
be included in the estate of a beneficiary 


when he dies, notwithstanding the fact 
that the income and, under these ar- 
rangements, the principal are available 
to him as a practical matter. This free- 
ing of the trust property from the estate 
and inheritance taxes at the death of the 
beneficiary is often referred to as “the 
saving of the second tax,” although, in 
fact, the saving of death taxes for sev- 
eral generations can be achieved if the 
permissible period of the applicable rule 
against perpetuities is sufficiently long. 
The importance to possible tax savings 
of the rule against perpetuities, and of 
related matters such as the right of the 
trustee to accumulate income, is one of 
the factors which may soundly lead a 
person to create a revocable intervivos 
trust to be governed by the laws of a 
state other than that of his domicile, 
rather than to use a will which would 
be governed by the laws of his domicile. 


Income taxes 


The settlor is treated as the owner of 
trust property as to which there is a 
power to revest title in the settlor, 
whether such power is exercisable by the 
settlor or a non-adverse party or both 
(Section 676(a) IRC). Thus, in the case 
of every revocable intervivos trust, the 
income, deductions and credits of the 
trust are included in computing the tax- 
able income and credits of the settlor. 
(Section 671 IRC) . This is true whether 
the income is actually paid to the set- 
tlor or accumulated for future distribu- 
tion to him, and even where the income 


is actually paid to someone other than 
the settlor. 

There are a number of other in- 
stances in which the settlor of an inter. 
vivos trust will be considered the owner 
of the trust even though he does not re- 
serve a power to revoke the trust. Thus, 
if the settlor has retained certain rever- 
sionary interests in the trust, (Section 
673 IRC), if he or a non-adverse party 
has certain powers over the beneficial 
interests in the trust (Section 674 IRC), 
if certain administrative powers over the 
trust exist under which he can or does 
benefit (Section 675 IRC), or if he ora 
non-adverse party has the power to dis- 
tribute income to or for his benefit (Sec- 
tion 677 IRC), he will be deemed to be 
the owner of the trust. In the typical 
revocable intervivos trust, several of the 
foregoing factors that cause the trust in- 
come to be taxed to the settlor may be 
present. The relinquishment or termina- 
tion of some, but not all, of these fea- 
tures will not change the situation—so 
long as any one exists, the settlor is 
treated as owner of the trust property 
for federal income tax purposes.! In 
short, a transfer of property to a revoc- 
able intervivos trust neither reduces nor 
increases the settlor’s income tax liabili- 
ties—for his individual income tax pur- 
poses, the property, and the income 
from it, are still treated as his. 


Basis for trust property 


In considering the use of a revocable 
intervivos trust as a substitute, in whole 
or in part, for a will, it is important to 
know whether the trust property ac- 
quires a new basis upon the death of the 
settlor. Property passing under the set- 
tlor’s will or by intestacy acquires a new 
basis in the hands of the estate and its 
distributees. It is usually assumed that 
the acquisition of a new basis will be 
advantageous for determining gain or 
loss on subsequent sale and for other in- 
come tax purposes, such as depreciation, 
because such new basis (the value at the 
date of the decedent’s death or the ap- 
plicable alternate valuation date) will 
more often than not, be higher than the 
basis otherwise determined. 

Under the Internal Revenue Code of 
1939, provision was made for a new 
basis only where the income was pay- 
able to the settlor or at his direction. 
For this reason, there was then doubt 
as to the advisability of the creation of 
a revocable intervivos trust with income 


to be paid to a person other than the 
settlor. However, under Section 1014 of 
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[Mr. Williams and Mr. Heffernan are 
members of the Washington, D. C. and 
Atlanta, Georgia, law firm of Suther- 
land, Asbill & Brennan. This article is 
part of a paper dealing with the legal 
and practical aspects of revocable trusts 
which appeared at 44 Cornell Law 
Quarterly, 524. That paper reviewed the 
cases on revokable trusts as testamentary 
dispositions and discussed typical family 
situation in which a revocable trust may 
be more suitable than a will. 





the Internal Revenue Code of 1954, it 
is clear that property in a revocable in- 
tervivos trust will acquire a new basis, 
even though the income is not to be 
paid to the settlor or at his direction.? 
Provision was made for a new basis for 
all property acquired from the decedent 
by reason of death, the form of owner- 
ship, or other conditions, and not other- 
wise provided for in Section 1014 (with 
certain exceptions not relevant here) if 
the property was includible in the dece- 
dent’s gross estate (Section 1014(b)(9). 


Section 1014 is limited 


Section 1014 is limited in its applica- 
tion to cases where the property is “not 
sold, exchanged, or otherwise disposed 
of before the decedent’s death” by the 
person who acquires the property from 
the decedent. Although such words are 
new, they apparently were not intended 
to achieve anything different from the 
words of the Internal Revenue Code of 
1939, which provided that the basis “in 
the hands of the persons entitled under 
the terms of the trust instrument to the 
property after the grantor’s death shall, 
after such death,’ be a new basis. In 
other words, neither the 1954 Code pro- 
visions nor the 1939 Code provisions 
were applicable with respect to prop- 
erty acquired from the decedent during 
his lifetime and disposed of before the 
decedent’s death by the person who ac- 
quired the property from the decedent. 

Shortly after the passage of the In- 
ternal Revenue Code of 1954, it was 
suggested that because of the wording 
of Section 1014, a question might arise 


1Items of income, deductions and credits of a 
trust which are treated as those of the settlor un- 
der these provisions are not reported by the trust 
on the fiduciary income tax return, Form 1041. 
They are to be shown on a separate statement to 
be attached to that form and filed by the trustee. 
TR Section 1.671-4 (1956). 

? Section 1014(b) (2) of the IRC of 1954 continues 
to provide for a new basis where the income is to 
be paid to the settlor or at his direction. 

® Casner, “The IRC of 1954: Estate Planning,” 68 
Harv. L. Rev. 222, 224-6 (1954). 

* Presumably, although the Regulations do not ex- 
pressly cover the matter, the same would be true 
with respect to property acquired by the trustee 
before the decedent’s death from the income of 


where the trustee of the intervivos trust 
sold the property before the decedent's 
death and reinvested the proceeds in 
other property. But the Regulations 
subsequently issued make it clear that 
the basis of any property acquired by 
the trustee in exchange for the original 
property, or of any property acquired 
by the trustee through reinvesting the 
proceeds from the sale of the original 
property, shall be the fair market value 
of the property thus acquired at the 
date of decedent's death (or the applic- 
able alternate valuation date).4 

Since any such property acquired by 
exchange or reinvestment during the de- 
cedent’s lifetime would not, strictly 
speaking, be “property transferred by 
the decedent during his lifetime” as pro- 
vided in Section 1014 (b)(2), such prop- 
erty probably would acquire a new basis 
by reason of Section 1014(b)(9), the 
“catchall provision.” 

In the case of property in a revocable 
intervivos trust, the result would appear 
to be the same regardless of whether the 
property acquires a new basis by reason 
of Section 1014(b)(2) or Section 1014(b) 
(9). Although Section 1014(b)(9)_ re- 
quires that the basis be reduced by the 
amount allowed to the transferee as de- 
ductions for depreciation and like fac- 
tors, such reductions do not include de- 
ductions allowed to the decedent him- 
self in respect of the property, as would 
always be the situation in the case of a 
revocable intervivos trust. 


Gift tax 


It is clear that no gift tax liability is 
incurred upon the creation of a revoc- 
able intervivos trust regardless of wheth- 
er the income is to be paid to the settlor 
or to some other person. The Regula- 
tions provide that “a gift is incomplete 
in every instance in which a donor re- 
serves the power to revest the beneficial 
title to the property in himself.”5 A 
donor is considered as having the power 
to accomplish such reversion in con- 
junction with any person not having a 
a substantial adverse interest in the dis- 
position of the transferred property or 


the trust property. 

5 TR Section 25.2511-2(c) (1958). See also Rev. 
Rul. 58-395, 1958 IRB 32, at 14. However, the Reg- 
ulations require that the transaction be disclosed 
in a gift tax return. See TR Section 25.2511-2(j). 
® TR Section 25.2511-2(e) (1958). There is also no 
completed gift where the settlor reserves the pow- 
er to change beneficial interests even though no 
power to revoke is reserved. TR Section 25.2511- 
2(c) (1958). 

7 TR Section 25.2511-2(f) (1958); Warner, 127 F. 
2d 913 (CA-9 1942). 


8 TR Section 25.2511-2(f) (1958); Estate of San- 
ford, 308 U.S. 39 (1939); Burnet v. Guggenheim, 
228 U.S. 380 (1933). 
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the income therefrom. It should be 
noted, however, that an_ intervivos 
transfer to a trust is not deemed an in- 
completed gift where only third persons, 
with or without an adverse interest, 
have the power to revest the property 
in the settlor. Thus, a gift tax liability 
might be incurred in such a case, even 
though the grantor is not relieved of 
income tax liability on the trust income 
(Section 676 IRC). 

Where the revocable intervivos trust 
provides that the income is to be paid 
to a person other than the settlor, the 
distributions of the trust income to the 
beneficiaries constitute gifts in the years 
the distributions are made.? Similarly, 
where the settlor later relinquishes the 
control he retained which made the gift 
incomplete, the settlor thereby completes 
the gift, thus subjecting himself to gift 
tax liability in the year of such release.8 


Estate tax 


As indicated above, the settlor of a 
revocable intervivos trust is treated as 
the owner of the trust property for in- 
come and gift tax purposes. This is also 
true for estate tax purposes. The value 
of the trust*property is included in the 
settlor’s gross estate if the settlor re- 
served the right to income from the 
trust, (Section 2036 IRC), if the settlor 
reserved the right, either alone or in 
conjunction with any other person, to 
designate the persons who shall enjoy 
the income or corpus of the trust, or if 
the settlor had, at the time of his death, 
the right, either alone or in conjunction 
with any other person, to alter, amend, 
revoke or terminate the trust, or where 
any such power was relinquished in con- 
templation of death (Section 2038(a). 


Alternate valuation date 


The alternate valuation provision per- 
mits the executor to elect to value the 
property in the gross estate, (i) in the 
case of property distributed, sold, ex- 
changed or otherwise disposed of within 
1 year after the decedent's death, as the 
value on the date of distribution, sale, 
exchange, or other disposition, and (ii) 
in the case of property not so distrib- 
uted, sold, exchanged or otherwise dis- 
posed of, as the value on the date one 
year after the decedent’s death (Section 
2032 IRC). This provision may be of 
particular importance where the gross 
estate consists to a large extent of prop- 
erty which substantially fluctuates in 
value (such as certain listed common 
stocks) and where some substantial part 
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of such property may have to be liqui- 
dated to pay estate taxes. 

It is clear that the alternate valuation 
provisions are applicable to property in 
a revocable intervivos trust as well as to 
other property includible in the gross 
estate.2 However, optimum use of the 
alternate valuation may be lost in the 
case of a revocable intervivos trust if 
certain pitfalls are not foreseen. Thus, 
the trust may provide that, immediately 
upon the settlor’s death, the corpus shall 
be divided into several new, separate 
trusts, one trust qualifying for the mari- 
tal deduction and one separate trust for 
each of the children of the settlor and 
their lineal descendants. If such a divi- 
sion into separate trusts was required 
immediately after the settlor’s death, it 
probably would constitute a “distribu- 
tion” which would freeze the alternate 
valuation date of the trust property as of 
a date long before one year after the 
settlor’s death. This can be avoided by 
permitting the trustee of the intervivos 
trust to hold the trust property intact 
for a year following the settlor’s death 
if he should deem it advisable to do so. 

The enactment of the Internal Rev- 
enue Code of 1954 brought with it 
amendments that eliminated two pre- 
viously existing potential tax disadvan- 
tages that accompanied the use of a re- 
vocable intervivos trust as a substitute 
for a will. In computing the net taxable 
estate under the Internal Revenue Code 
of 1939, the amount allowed as a deduc- 
tion for debts, administration expenses, 
and the like was limited to the value of 
the decedent’s property which was sub- 
ject to the payment of such claims. 
Moreover, there was no provision in the 
Internal Revenue Code of 1939 for the 
deduction of expenses of administering 
property not subject to claims. Conse- 
quently, if too large a part of the dece- 
dent’s property was in a revocable inter- 
vivos trust, and if the local law exempt- 
ed such property from claims, a substan- 
tial part of the estate tax deductions for 
claims against the estate and for admin- 
istration expenses could have been lost. 
® For example, the Regulations under the alter- 
nate valuation provision speak in terms of prop- 
erty held by a trustee and included in the gross 


estate under Sections 2035 through 2038. TR Sec- 
tion 20.2082-1(c) (2) and (3) (1958). 
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In any event, no deduction for adminis- 
tration expenses of the trust property 
was allowable. However, under the In- 
ternal Revenue Code of 1954, the de- 
duction of debts and expenses in excess 
of the property subject to claims is al- 
lowed provided such amounts are paid 
before the date prescribed for the filing 
of the estate tax return (Section 2053 
(c)(2) IRC). Accordingly, it is now pos- 
sible to transfer virtually all of a per- 
son’s property to a revocable intervivos 
trust without jeopardizing these estate 
tax deductions so long as the trustee (or 
executor) is authorized to, and does, pay 
such debts and expenses of administra- 
tion within the required period. Similar- 
ly, the Internal Revenue Code of 1954 
permits the deduction of expenses in- 
curred in administering property not 
subject to claims but included in the 
gross estate, provided such expenses are 
paid before the expiration of the period 
of limitation for assessment of the es- 
tate tax (Section 2053(b)). Thus, trus- 
tees’ commissions, attorneys’ fees and 
like expenses are deductible in the 
same way as are corresponding expenses 
of a probate estate. % 


New decisions 





Income of family trust attributable to 
husband-grantor. Taxpayer bought the 
building in which his shoe business was 
being conducted. He made the $30,000 
down payment with funds from a bank 
account held jointly with his wife, and 
personally executed a purchase money 
mortgage for the balance of the price. 
Taxpayer himself conveyed the building 
to a trust, and after an interval of more 
than a month made his wife co-trustee. 
The court finds on the facts that the 
husband, and not the wife, was in 
reality the grantor of the trust even 
thoungh the wife had deposited in the 
joint account more than was required 
tor the $30,000 down payment. It also 
finds that the trust income was prop- 
erly taxable to the husband-grantor on 
the ground that he had broad and un- 
restricted power of control over the 
trust. Laganas, TCM 1959-159. 


gift tax decisions 





Charitable deduction for trust re- 
mainder interest disallowed. Decedent's 
will provided for establishment of a 
$1,500,000 trust fund. The income from 


the fund was to be paid to a charity 
during the widow’s lifetime and she was 
to receive $50,000 of trust corpus each 
year until her death or until the trust 


corpus was consumed (at $50,000 a year 
that would take 30 years). The bal- 
ance of the trust corpus, if any, was to 
be distributed to the charity upon her 
death. The Commissioners allowed a 
charitable deduction for the present 
worth of the right to receive the in- 
come from the diminishing fund for a 
period of thirty years but refused to 
allow any deduction for the charity's 
conditional interest in the corpus of the 
trust. The executor contended that the 
charitable deduction should be valued 
by subtracting the actuarial value of the 
widow’s annuity from the total value 
of the trust property. Her life expect- 
ancy under the United States Life 
Tables and Actuarial Tables was 24.72 
years and under the Actuaries or Com- 
bined Experience Table of Mortality 
was 20.18 years. Her chances of living 
the full 30 years, based upon the two 
separate tables, were either 290 in 1,000 
or 191 in 1,000. The Fourth Circuit de- 
termines that no charitable deduction is 
allowable with respect to the contingent 
remainder interest in the trust corpus. 
The possibility the charity would not 
take is not so remote as to be negligible. 
Moffett, CA-4, 8/3/59. 


Serviceman’s estate includes annuity for 
widow elected in lieu of higher pension. 
Under the provisions of the Uniformed 
Services Contingency Option Act of 
1953, as amended, a retired member of 
the uniformed services entitled to re- 
ceive retired pay may elect to receive 
a reduced amount in order to provide 
an annuity for his wife and children. 
The Internal Revenue Service has ruled 
that the entire value of such an an- 
nuity is includible in the gross estate of 
such member of the uniformed services. 
Section 2039(a) of the 1954 Code is ap- 
plicable, and no portion of such an 
annuity may be omitted from his gross 
estate under Section 2039(b) or (c) for 
the member is considered to bear the 
entire cost of the annuity when he 
elects to take a smaller retirement an- 
nuity for himself. Rev. Rul. 59-254. 


Widow’s share in lieu of dower fails to 
qualify for marital deduction. Deced- 
ent’s widow renounced her husband's 
will and claimed her dower interest in 
his real estate. Under Kentucky law, 
she, in effect, acquired an estate for 
life in one-third of the real estate, and 
she brought suit asking that each parcel 
be ordered sold separately free from 
dower and that the value of interest be 
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paid to her. The procedure followed 
for the sale of the real estate and the 
allocation of the portion of the pro- 
ceeds failed to comply with the precise 
requirements of the Kentucky Statutes. 
The property was sold, however, and 
$28,500 was paid to her out of the pro- 
ceeds. The executor claimed that this 
amount qualified for the estate tax 
marital deduction. This court disagrees. 
The widow’s dower was only a life 
estate which being terminable would 
not qualify; the only argument for 
qualification is that she had a “statutory 
interest in lieu” of dower. Inasmuch as 
the sale and allocation to her were not 
made precisely in accordance with the 
requirements of Kentucky Statutes, she 
could not be said to have such a statu- 
tory interest. Jackson Estate (Dougherty 
Ex.) DC Kentucky, 8/18/59. 


Nonadversary decree not binding on 
Federal government. William C. Oates 
executed a will in 1918 and died in 
1938. One month prior to his death he 
and his wife were divorced and his sole 
heir-at-law was his daughter, who had 
been born after the execution of the 
will. That will provided that the entire 
residue would go to his wife and that 
she would be the executrix. The di- 
vorced wife accepted the appointment 
but never filed an accounting or settled 
the estate. After the mother’s death in 
1953, her daughter filed a _ petition 
claiming that the assets owned by Oates 
were hers as his sole heir. In the pro- 
ceedings the Circuit Court of Mont- 
gomery County, Alabama, determined 
that her claim was valid and the execu- 
tors of her mother’s estate were directed 
to distribute the assets previously be- 
longing to Oates to the daughter. The 
daughter was the beneficiary of her 
mother’s estate, and she would receive 
distribution of the assets in question 
whether they were part of her mother’s 
estate or part of Oates’ estate. The ex- 
ecutors omitted these assets from the 
Federal estate tax return for the 
mother’s estate. The Commissioner re- 
fused to be bound by the state court 
decree indicating that the suit was non- 
adversary in character and not binding; 
the real purpose of the suit was to ob- 
tain an opinion whereby the daughter 
could reduce Federal estate taxes. This 
court agrees with the Commissioner and 
after determining that the mother did 
not effectively renounce the inheritance 
and the birth of the daughter after the 
execution of the will did not defeat the 


right of the mother to inheritance, 
holds that the property in question is 
includible in the taxable estate of the 
mother. Gossler Estate (First National 
Bank of Montgomery Ex.) DC Ala- 
bama, 8/28/59. 


Stock excluded from record owner’s 
estate; was held in trust. A few weeks 
prior to decedent’s death she trans- 
ferred certain shares of stock to her 
son. The Commissioner asserted that 
the stock was includible in her gross 
estate as property transferred in con- 
templation of death. The son was able 
to establish that his mother had acted 
as his legal guardian and that certain 
of the shares registered in her name had 
been listed on the final account for 
the guardianship. The balance of the 
shares had been transferred from the 
guardianship to his mother when he 
attained his majority. The son asserted 
that he transferred the stock into his 
mother’s name to keep himself from 
selling it and spending the proceeds 
but that she turned the dividends over 
to him. The government contended 
that any trust so created was void under 
Massachusetts law because of an intent 
to defraud possible creditors. The court, 
however, finds no evidence that credi- 
tors had been misled and holds that the 
stock was the son’s. The mother held it 
in a resulting trust for him and it was 
not to be included in the mother’s gross 
estate for Federal estate tax purposes. 
Chandler, DC, New Hamp., 6/15/59. 


Transfer at 62 was not in contempla- 
tion of death. Sixteen months prior to 
her death the decedent, a singer and 
opera star, transferred $100,000 in trust 
for the primary benefit of her husband. 
The government contended that the 
transfer was made in contemplation of 
death and included the $100,000 in her 
gross estate. In a suit for refund, it was 
established that the decedent continued 
to travel after the date of the transfer, 
and that she and her husband hiked a 
good deal and that she gardened fre- 
quently. Her husband, an attorney, ap- 
parently retired from his practice at the 
time the transfer was made and used 
the income from the trust to bear his 
share of the travel costs. The court con- 
cludes that decedent’s motives consid- 
ered in the light of her age, 62, physi- 
cal and mental condition, reasonably 
healthy, “exuberant, happy and active” 
and circumstances were life motives and 
the $100,000 was not includible in her 





New estate & gift tax decisions + 309 


gross estate. Her dominant motive was 
to permit her husband to retire com- 
pletely from the law practice and still 
be in a position to afford travel. The 
trust was not includible in her gross 
estate. Lachmund Estate (American 
Trust Company Ex.) DC Calif., 8/18/ 
59. 


Government life insurance fully taxable 
even though purchased with community 
funds. Decedent died a resident of 
Texas. He owned two United States 
Government War Risk Life Insurance 
Policies on his own life, the premiums 
on which were paid from community 
funds of the decedent and his wife. His 
executor contended that the proceeds 
should be classed as community prop- 
erty and one-half excluded from his 
gross estate. The district court holds 
otherwise, the eitire proceeds were in- 
cludible. [The brief statement of fact 
and conclusion of law does not reveal 
the reason for the holding.—Ed.] In 
the same case the court considers 
whether any amount should be assigned 
to good will in determining the value 
of decedent’s partnership interest in a 
plumbing supply business. It was de- 
termined that the partnership had no 
good will value as of the date of de- 
cedent’s death. Hunt, DC Texas 7/31/ 
59. 


Trust income balance not included in 
alien’s estate. Decedent died a resident 
and a citizen of France. She had been 
the income beneficiary of a trust estab- 
lished by her parents with a New York 
trust company as trustee. The question 
presented was whether the income cash 
balance in the trust account was to be 
deemed property within the United 
States under Section 863(b) of the 1939 
Code (now 1959 Code Section 2105(b)). 
That Section provides in part that 
monies deposited with any person carry- 
ing on a banking business, by or for a 
nonresident not a citizen of the United 
States, are not to be deemed property 
within the United States. The court 
ruled that the sums on deposit in the 
income account of the trust were not 
subject to estate tax. There were no 
restrictions on the decedent’s right to 
the income and such income balance 
was, in effect, a bank deposit. The New 
York trustee held such income in its 
Banking Department and a debtor- 
creditor relationship existed. Pineyro 
Estate, (City Bank Farmers Tr. Co., 
Ex.) DC N. Y., 6/16/59. 
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Congress may require liberalization of 
disability rules for Social Security 


Pes cagges PUBLIC CRITICISM of the 
strict rules of the Social Security 
Administration in determining whether 
a person is disabled may bring changes 
in the law. The Ways and Means Com- 
mittee of the House has appointed a 
Subcommittee on the Administration of 
the Social Security Laws and that sub- 
committee is currently holding hearings. 
Prominent among the topics on which 
the Subcommittee is taking testimony 
is the adequacy of the standards used 
in the determination of disability, the 
extent of the claimant’s obligation to 
furnish competent medical evidence, 
and other vital matters in this area. 

The 1954 Amendments to the Social 
Security Act first introduced the concept 
of the disability freeze; the provision 
that under certain conditions periods of 
total disability are not counted in deter- 
mining the worker’s insured status and 
his average monthly wage. Two years 
later, in 1956, the amendments to the 
Social Security Act went one step further 
and provided for the payment of dis- 
ability insurance benefits to those aged 
50 but not yet 65 who became totally 
and permanently disabled. Similarly, 
payments are made to children age 18 
or over who are totally disabled if the 
disability occurred before age 18. Then 
the 1958 amendments extended this pro- 
vision, effective after 1958, to give 
monthly benefits to wives, dependent 
husbands and children of disability in- 
surance beneficiaries. Thus, at the 
present time, disabled workers have 
three kinds of protection under the So- 
cial Security Law: 

1. Disabled workers between 50 and 
65 years of age may be paid monthly dis- 
ability insurance benefits. Certain de- 
pendents of such disabied workers may 
also be paid monthly benefits. 

2. Disabled workers under 50 years of 
age may have their Social Security 
Record frozen to protect their future 
right to disability insurance benefits. 

3. Disabled children of retired or 


disabled workers and of insured workers 
who have died can apply for Social Se- 
curity benefits even if they are 18 years 
of age or older if, in fact, they were 
disabled before they reached 18 years 
of age. 


Definition of disability 

It was recognized from the start that 
the definition of the term disability 
would pose difficulties. As a general 
rule, determination of the degree of 
disability is made by state agencies ap- 
proved under the Vocational Disability 
Act or other appropriate agencies. Dis- 
abled workers are required to accept 
rehabilitation services or suffer penal- 
ties in the form of benefit reductions. 

The Bureau of Old Age and Sur- 
vivor’s Insurance recently issued a folder 
entitled “How Disabled Must You Be?” 
intended to clarify some of the prob- 
lems. This folder states, in part: 

“You don’t have to be completely 
helpless to be found ‘disabled’ under 
the Social Security Law, but you must 
have a disability which, in the words of 
the law, makes you unable ‘to engage in 
any substantial gainful activity.’ 

“You must have the kind of physical 
or mental condition which will show 
up in a medical examination or tests. 

“Your condition must have lasted for 
at least 6 months and must be expected 
to continue for a long and indefinite 
time. If it is a temporary disability and 
you can be expected to improve with 
further medical treatment to the point 
that you will be able to work, you can- 
not qualify under these disability pro- 
visions. 

“In deciding whether your disability 
keeps you from working, a team of 
trained people—doctors and others who 
have had experience in seeing the 
effects of disabling conditions upon 
people’s ability to work—will consider 
all of the facts in your case. 

“The medical evidence will show the 
severity of your condition—to what de- 


gree you are unable to do such things 
as moving about, handling things, hear- 
ing, speaking, understanding, or reason- 
ing. This medical evidence, taken to- 
gether with the other information about 
you—the kinds of work you have done 
in the past, your education, your train- 
ing, and your other abilities—will show 
whether your condition keeps you from 
doing any substantial gainful work. 

“Here are some examples of condi- 
tions which are ordinarily severe enough 
to make a person unable ‘to engage in 
any substantial gainful activity:’ 

“1. Loss of use of both arms, both 
legs, or a leg and an arm. 

“2. Progressive disease which has re- 
sulted in the physical loss of a leg or 
arm or which has caused the limb to 
become useless. Among diseases causing 
such losses are: diabetes, multiple 
sclerosis, and Buerger’s disease. 

“3. Disease of heart, lungs, or blood 
vessels which has resulted in serious loss 
of heart or lung reserve (as shown by 
X-ray, electrocardiagram or other tests) 
so that, in spite of medical treatment, 
there is breathlessness, pain, or fatigue 
on slight exertion, such as walking sev- 
eral blocks, using public transportation, 
or doing small chores. 

“4. Cancer which is progressive and 
which cannot be improved or cured by 
surgery or other treatment. 

“5. Damage to the brain, or brain 
abnormality, which has resulted in 
severe loss of judgment, intellect, orien- 
tation, or memory. 

“6. Mental disease (e.g., psychosis or 
severe psychoneurosis) requiring con- 
stant supervision or continued confine- 
ment in an institution. 

“7. Loss of vision or narrowing of 
vision to the extent that the individual 
has central visual acuity of no better 
than 20/200 in the better eye after best 
correction, or an equivalent concentric 
contraction of visual fields. 

“8. Permanent and total inability to 
speak. 

“9. Total deafness (which cannot be 
corrected by a hearing aid). 

“There is a special provision for the 
totally blind. A person who is totally 
blind (as defined in the Social Security 
Law) but is able to work anyhow, may 
have his Social Security Record frozen. 
But for a totally blind person to re- 
ceive monthly disability benefits be- 
tween 50 and 65, it must be shown that 
he is unable to work because of his 
loss of eyesight. If a person has very 
poor eyesight, but is not ‘totally blind’ 
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under the definition of total blindness 
in the law, he will be eligible to have 
his Social Security Record frozen and 
to receive disability insurance benefits 
under the same conditions as a person 
with some other kind of disability which 
prevents him from working. 

“Some people with conditions some- 
what less severe than the ones listed 
may be unable to engage in substantial 
gainful activity because their conditions, 
in combination with their work exper- 
ience, training and education (or the 
lack of it), make it impossible for them 
to work. 

“Some people with conditions as 
severe or more severe than those listed 
are nevertheless able to work because of 
special knowledges or skills. If a severe- 
ly disabled person is working in spite 
of his handicap, all of the facts about 
his work are examined to see whether it 
amounts to substantial gainful activity. 
This includes consideration of the duties 
of his job, the amount of time he 
works, and the physical and mental 
effort and degree of skill required. At- 
tention is given to any special circum- 
stances of his employment—whether it 
is temporary or on a trial basis, full 
time or less than full time. If these 
facts show that the handicapped per- 
son is engaged in substantial gainful 
activity, he can not qualify as ‘disabled’ 
under the Social Security Law.” 


Recent court decisions 

In practice the Social Security Admin- 
istration is very strict in its interpreta- 
tion of a disability and that its position 
is generally supported by the courts. 
Here are some examples of recent de- 
cisions. 

In one case decided in May of this 
year, the U. S. District Court for the 
Northern District of Alabama affirmed 
a referee’s decision which held that, al- 
though there were divergent medical 
opinions concerning the severity of the 
claimant’s condition, these opinions were 
in agreement that the claimant was 
affected by silicosis but that this would 
probably not interfere with gainful em- 
ployment in any occupation other than 
his former occupation of mining. The 
referee held that, not withstanding the 
long period of time that the claimant 
had spent in ore and limestone mining, 
it could not be taken for granted that 
other forms of labor outside of the min- 
ing field were unavailable to him, giv- 
ing due consideration to his normal 
intelligence and ordinary physical ca- 





pacity. It was, therefore, held that claim- 
ant was not entitled to a disability 
freeze. 

In another case the U. S. District 
Court for the Southern District of 
Florida upheld a referee’s decision 
against a claimant who had been the 
budget director of a large company and 
was forced to retire from his job be- 
cause he was suffering from symptoms 
which were diagnosed as being nervous 
prostration characterized by abnormal 
fatigability. Several doctors stated that 
the claimant was unemployable and 
totally disabled but one doctor who ex- 
amined the claimant for the Govern- 
ment held that there was a good chance 
of alleviation or modification of the 
claimant’s symptoms provided that the 
claimant would cooperate with such 
treatment. The referee held that the 
claimant’s condition “stems in large part 
from the fact that he has determined 
in his own mind that he is unable to 
engage in any type of work” and, there- 
fore, held that claimant was not en- 
titled to the disability freeze. 

Here is a case in which it was held 
that the claimant was entitled to both 
the disability freeze and disability bene- 
fits. The claimant suffered from a sinus 
ailment and as a result of the disability 
he was retired from a responsible posi- 
tion with an insurance company after 28 
years of service. The company relied on 
the opinion of its medical consultant 
and decided that the claimant was not 
physically able to continue to render 
service and notified him that he was not 
employable by it in any capacity what- 
soever. Originally the referee held that 
the claimant’s disability was not “totally 
The court stated, however, 
that although there was substantial evi- 
dence to support the referee’s finding 
the test in the act is not one of total 
disability but rather “inability to en- 
gage in any substantial gainful activ- 
ity.” According to the court “substantial 
gainful activity” must be continuous. If 
not, if it is merely sporadic and one can- 
not work regularly at any substantial 
gainful occupation, he is disabled within 
the meaning of the act.” 

Furthermore, such factors as_ the 
claimant’s work experience, age and 
education should be considered in de- 
termining whether he is able to engage 
in substantial gainful activity. The court 
concluded that the evidence was sufh- 
cient to sustain a finding of disability. 

If the hearings before the House Ways 
and Means Sub-Committee produce sub- 


disabling.” 
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stantial evidence to the effect that many 
claimants are being denied benefits 
under the disability section of the law 
because of an overly strict interpreta- 
tion on the part of the Administration, 
we can expect that legislation will be 
introduced during the next session of 
Congress to spell out more specifically 
the exact legislative intent at the time 
the various disability provisions were 
written into the Social Security Law in 
1954, 1956 and 1958. w 


Changes in North Dakota 
unemployment law 


A NUMBER OF CHANGES were recently 
made to the North Dakota Unemploy- 
ment Law effective July 1, 1959. These 
changes are as follows: 

1. The standard employer contribu- 
tion rate which had been set at 2.7% was 
raised to 3.7%. Employer contribution 
rates which formerly ran between 0.1% 
and 2.7%, will now range from 0.3% to 
3.7%. 

2. The maximum weekly benefit 
amount payable to unemployed indi- 
viduals was raised from $26 to $32. These 
benefits wilh be payable for 24 weeks 
rather than 20 weeks as heretofore. 

3. Dependency allowances which ran 
from $3 to $9 weekly have been 
abolished. 

4. The benefits paid to unemployed 
individuals will now be reduced by any 
retirement benefit which is financed in 
whole or in part by an employer or by 


public contribution. w 


Utah unemployment 
insurance changes 

EFFECTIVE JULY 5 UNEMPLOYED individ- 
uals in the state of Utah, if otherwise 
eligible, will be entitled to receive un- 
employment insurance benefits for 36 
weeks as compared to the 26 week dura- 
tion which is currently in the Utah Un- 
employment Law. The effect of such an 
amendment is to increase the maximum 
benefit payable under the law. 

At the same time an individual’s week- 
ly unemployment benefits will be re- 
duced by 50% of any retirement bene- 
fits (computed on a weekly basis) which 
he is receiving or is entitled to receive 
based on past performance of personal 
services. Thus the receipt of Federal old 
age benefits and company pensions 
would be includible as income which 
would serve to reduce the state unem- 
ployment benefits. ve 
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Estate tax distorted by 
foreign real property 


WHEN AN ESTATE includes foreign real 
estate, the presence of this property, 
though not subject to United States 
estate tax, does affect the allowable ex- 
penses in very unusual ways. Herbert 
M. Mandell explored some of these in 
a comment in the September issue of 
the New York Certified Public Account- 
ant, reprinted here with permission. If 
the decedent was a citizen or resident 
alien, the property is excluded from his 
estate but there is no provision requir- 
ing that an allocable part of administra- 
tive expenses be excluded. If the dece- 
dent was a nonresident alien, the real 
property abroad is similarly excluded 
but there is a provision requiring that 
only a portion of the funeral and ad- 
ministration expenses and indebtedness 
of the estate be allowed. The allocation 
rule provided for determining the ex- 
cluded expenses can work out to very 
odd figures. Thus in all three cases, citi- 
zens, resident aliens and nonresident 
aliens, the effect of foreign real estate in 
an estate requires careful consideration 
of its effect on computation of allow- 
able deductions for the estate tax. 


Nonresident alien 


It will be recalled that a nonresident 
alien is subject to estate tax on that 
part of his gross estate which, at the 
time of his death, is situated in the 
United States. In calculating the tax- 
able estate, only a portion of adminis- 
tration expenses, funeral expenses and 
indebtedness of the deceased non- 
resident alien, can be deducted. Section 
2106(a)(1) of the Code states that the 
allowable deduction is the same propor- 
tion of the total deductions for ex- 
penses and indebtedness as the value of 
the gross estate situated in the United 
States is of the value of the “entire gross 
estate,” wherever situated. It is im- 
material whether these expenses and 
indebtedness were incurred or expend- 
ed within or without the United States. 

Administration expenses incurred in 
the country of domicile normally in- 
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clude executors’ commissions and legal 
expenses. In many cases, the amounts of 
such commissions and legal fees are 
fixed percentages of the estate adminis- 
tered by the executor. If the estate in 
the country of domicile of the nonresi- 
dent alien includes real property, it is 
not unusual for the executor’s commis- 
sions and legal fees to be based on the 
total estate including this real property. 

Let us assume the following facts with 
respect to the estate of a non-resident 
alien: 


Gross estate in the U. S. ... $ 100,000 
Gross estate situated outside 
the U. S. (excluding real 
PEOUEIRY) LET 50,000 
Entire gross estate .. $ 150,000 
Real property situated out- 
ge te U:'S. $1,050,000 
Administration expenses: 
Executor’s commissions: 
Commissions on assets in 
the U. S.—5% of$100,- 
ee eee es $ 5,000 
Commissions on assets 
outside the U. S.—5% 
OF $1, 700,008.. o05...c.... 55,000 
jc: ee rae iP $ 60,000 


For simplicity’s sake, let us assume 
that there were no other deductible ex- 
penses or debts. The determination of 
the taxable estate on Form 706NA 
would be as follows: 

Gross estate situated in the 


A ik hss. « loi ee $100,000 
Deduction for administration 
CRE si: btn poate 40,000 
Taxable estate (before ex- 
CRE) sss i San a a 60,000 
Specific exemption allowable 
for non-resident alien ... 2,000 
Taxable estate ..... $ 58,000 


From the above calculations, it can 
be seen that, as a practical matter, the 
major part of the deduction allowed for 
administration expenses consists of com- 


1 Since the gross estate in the U. S. ($100,000) is 
two-thirds of the entire gross estate ($150,000), 
two-thirds of the $60,000 commissions, or $40,000, 
is allowable. 


missions based upon real property lo- 
cated outside the United States, which 
real property is excluded both from the 
determination of the gross estate in the 
United States and the “entire gross 
estate.” This result, however, is the 
only one which can be arrived at from 
a literal application of the Code and 
Regulations. 

In justification of this result it should 
be noted that although executors’ com- 
missions are normally calculated as a 
percentage of the estate administered 
both in the United States and in the 
country of domicile, these expenses are 
a general charge upon the estate as a 
whole, and cannot be considered as ex- 
penses related to any specific assets. 


New decisions 





Losses deferred under Mim. 6475 keep 
operating loss character. Taxpayers 
were given the option under Mimeo 
6475 to defer reporting of income in 
blocked foreign currencies until un- 
blocking. However, at taxpayer's death 
previously deferred income becomes re- 
portable. If income is so deferred, losses 
are similarly treated. The IRS is here 
asked to rule on the treatment in the 
year of taxpayer’s death of such losses 
deferred in prior years. These losses 
do not, it holds, lose their character as 
operating losses. Hence, to the extent 
that such losses reportable in the year 
of death exceed income in that year, 
they may be carried back to prior years. 
Rev. Rul. 59-272. 


Revision of rule covering cost of for- 
eign service pensions. In Rev. Rul. 56- 
571 it was provided that employer con- 
tributions for employee pensions for 
foreign service could be treated in effect 
as additional compensation to the em- 
ployee and therefore part of his cost 
of the pensions (recoverable as the pen- 
sion is received) only for 1925 and later 
years and only if the employee was 
permitted to exclude his compensation 
from taxable income, under the provi- 
sions of various revenue acts whereby 
income earned abroad was under cer- 
tain circumstances (such as bona fide 
foreign residence) tax exempt. The IRS 
now drops the requirement that the 
employee must have qualified for ex- 
clusion of earnings under the 1926 act 
or subsequent acts and makes the test 
qualification under the 1954 Code or 
prior law. Rev. Rul. 59-278. 
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Authorized specialization 
will bring higher income 


SPECIALIZATION IS THE REASON why law- 
yers in large firms have higher income 
than single practitioners or members of 
small partnerships and the way for these 
individuals and small firms to move into 
the higher income brackets is for them 
to insist that the American Bar Associa- 
tion encourage and control specializa- 
tion, Frederic Sammond of Milwaukee 
told the Racine Bar Association at a 
recent meeting devoted to ways of in- 
creasing lawyers’ income, both by efhi- 
ciencies and economies in the particu- 
lar law office and by concerted action 
of Bar groups. Mr. Sammond pointed 
out that statistics show that among the 
lawyers the greater rewards go to the 
individual in proportion to the size of 
his firm. The two-man partnership is 
more lucrative than the sole proprietor, 
and each partner in a twenty-man firm 
gets more than each of the two part- 
ners. Why? 

The people in the larger firms are 
not necessarily smarter, but everyone 
knows they do specialize informally. 
Within a large office several men do 
little else in their whole life but taxes. 
One man lives happily among his bond 
indentures. Other men do real estate, 
while another team handles bank work, 
and so on. Could that not be the reason 
in large part for the universally better 
financial yields of firm members, com- 
pared to individual practitioners. 

The American Bar Association now 
frowns on specialization. That means the 
lawyer cannot put a specialty on his 
card, or door, or stationery without 
violating the solicitation or advertising 
canon, and there are some current agi- 
tations to change that. The firms and 
attorneys we have described don’t 
violate these rules. They just assign 
work that way, and get the results. 

No breaking down of this rule was here 
advocated, as long as the admission to 
the specialty is self-judged; that is, as 
long as a qualification is simply a case 
of ipse dixit. The abuses and the varie- 
ties of specialization would run away at 
a gallop. But note that in medicine 





every specialty has to be recognized by 
the American Medical Association first, 
and then has its own academy for mak- 
ing examinations and admissions. 
When the individual and small firm 
lawyers want to measure up in income 
to the doctors, or even to their brethren 
in the large firms, let them move on the 
American Bar Association with a pro- 
gram, not just to permit specialties on 
the letterheads or calling cards, but to 
establish standards of admission to the 
specialties. Then the specialization will 
mean something worth-while for the 
public, and the lawyer will be worthy 
to demand the corresponding rewards, 
and quite likely will receive them. ¥* 


58% passed Treasury exam 
Or THE 2,200 who took the Treasury 
examination in June for special enroll- 
ment to practice, 1,266, or 58%, passed, 
the IRS has announced. This was the 
first examination given by the Treasury 
under its new policy of preparing its 
own test for those who are neither 
lawyers nor CPAs. 

The Treasury has published the ques- 
tions given but has announced that no 
official answers will be released. 

The examination was given on two 
days. The first section, dealing with in- 
come taxation of individuals, partner- 
ships, corporations, trusts and estates re- 
quired six and one-half hours. The 
morning session consisted of 20 ques- 
tions, many in several parts, each pre- 
senting a single fact of receipt or dis- 
bursement and requiring a_ specific 
factual answer. The last question, how- 
ever, for which the Treasury suggested 
a time allowance of 30 to 45 minutes 
required the computation of corporate 
tax from a statement of receipts and dis- 
bursements. 

The afternoon session presented only 
three questions. One, requiring 20-30 
minutes consisted of twenty true-false 
questions. The second (30-45 minutes) 
required the preparation of a Schedule 
M reconciliation from the book profit 
and loss and earned surplus statements 
and the taxable income computation. 
The final question (105-135 minutes 
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suggested time) required the prepara- 
tion of a personal return. 

The tax accounting session the fol- 
lowing morning consisted of 21 short- 
time questions dealing with accruals, in- 
ventories, relation between years and 
similar factual matters. One longer 
question required the computation of 
a fire loss of inventory from sales and 
purchase figures. Another required the 
development of a statement of cash re- 
ceipts and disbursements from opening 
and closing trial balances and finally the 
development of an accrual profit and 
loss statement from a statement of cash 
receipts and disbursements and changes 
in inventory and receivables and pay- 
ables. The IRS had said that no part of 
this section would be above the inter- 
mediate level of college accounting. 
Most practicing accountants will prob- 
ably agree that it would be a rare col- 
lege student, or even graduate, who 
could handle these problems easily. 
That is not to say, of course, one who is 
to represent taxpayers adequately does 
not need the ability to work out compu- 
tations of this kind with speed and ac- 
curacy. It does look as though the IRS 
knows moré about the qualifications 
necessary to handle practical tax prob- 
lems than the content of the typical 
intermediate college accounting course! 

The final session, two hours on the 
last day, concerned administration, pro- 
cedure and ethics. It proposed a num- 
ber of short factual questions dealing 
with refunds, protests, filing require- 
ments etc. It also required the prepara- 
tion of a protest based on information 
about the taxpayer’s affairs and the 
revenue agent’s report. The time sug- 
gested for this was 35-50 minutes. 

Certainly a person who knows the 
answers to all the questions on this 
examination would be well qualified to 
practice before the Treasury. Lacking 
information on the points assigned to 
each question and the acceptable pass- 
ing grade no one can say whether the 
standards set by the Treasury are, in 
fact, too rigorous, too lenient, or just 
about right. ve 


IRS to check new enrollees 


THOSE WHO PASSED the Treasury exam- 
ination for special enrollment to prac- 
tice before the Treasury Department 
will have their credentials and refer- 
ences checked by the Inspection Service 
of the IRS. This function previously 
performed by the Intelligence Division 
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has been shifted to the Regional In- 
spections. The IRS has also announced 
that before the end of this calendar 
year, investigative functions in the 
other categories of enrollment cases will 
be transferred to Inspection, and the 
initial processing of original applica- 
tions of attorneys and certified public 
accountants and the processing of re- 
newals of enrollment will be shifted to 


New decis 
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the district Collection Divisions. The 
purpose of this change is to place the 
responsibility for the investigation of 
applications for enrollment in the hands 
of those whose principal business is the 
making of character and personnel in- 
vestigations. It will give special agents 
more time for the tax fraud investiga- 
tions which are their principal re- 
sponsibility. 


mns on exempt institutions 





Transfer of stock to exempt organiza- 
tion for cash, notes and bonds is a bona 
fide sale [Non-acquiescence]. Taxpayers, 
who were advanced in years, wanted to 
sell their interests in an affiliated group 
of corporations. They negotiated with 
a representative of the alumni of New 
York University who caused a new 
company to be organized with a capital 
of $1,000, exclusively for charitable or 
educational purposes, and solely for the 
benefit of New York University. Tax- 
payers their stock in the 
afhliated group for cash, notes and bonds 
of the new company. The affiliated 
group was then merged into the new 
company, with 


transferred 


retained as 
managers under long-term employment 
contracts. The court found that there 
was no reorganization, as alleged by the 
Commissioner, in the absence of a con- 
tinuity of interest in the old owners of 
the affliated Rather, the ex- 
change constituted a bona fide sale to a 
“feeder” 


taxpayers 


group. 


deemed tax-ex- 
empt for the period involved, 1948-1951. 
[For years after 195] 


organization, 


the Code denies 
an exemption to feeder corporations.— 
Ed.) Howes, 30 TC 909 non-acq., IRB 
1959-32. 


*Foundation exempt although income 
was used to repay borrowings. Tax- 
payer, a foundation with an initial capi- 
tal of $1,000, purchased rental property 
for $1,150,000. The purchase was fi- 
nanced through a $750,000 
insurance 


mortgage 
company, a 
$250,000 loan from taxpayer’s incorpo- 
rator and advance rents of $150,000. 
During the next five 


loan from an 


years, taxpayer 
repaid all the loans out of its rental in- 
come. The Tax Court decides that this 
did not cost taxpayer its tax exempt 
status. Since the amounts used to pay 
off the loans inured exclusively to the 
benefit of charitable organizations, the 
court concludes that taxpayer's income 
was used for exclusively charitable pur- 


poses and taxpayer is entitled to exempt 
status. The court relies further on tax- 
payer’s exclusively charitable purposes 
to find that the use of its income to 
retire the debts was not an unreason- 
able accumulation or substantially for 
nonexempt purposes. The court is in- 
fluenced by the fact that taxpayer made 
substantial charitable contributions dur- 
ing the period of debt retirement, the 
interest paid on the loan from tax- 
payer’s incorporator was reasonable and 
taxpayer’s incorporator returned much 
of the interest to taxpayer in the form 
of contributions. Shiffman, 32 TC No. 
99. 


Documents on unrelated business in- 
come of exempt organization not for 
public inspection. Documents submitted 
in connection with a question concern- 
ing unrelated business income of an 
otherwise tax-exempt organization will 
not be made available for public inspec- 
tion. Public inspection ¢xtends only to 
those matters on the basis of which it is 
determined that an organization is en- 
titled to exemption. Rev. Rul. 59-267. 


Contributions to churches are not busi- 
ness expenses. Taxpayer, a linen sup- 
plier, deducted as a business expense 
payments to Christian Science churches 





Bagging is ordinary treatment process 
for limestone. Taxpayer corporation 
quarried limestone with a calcium car- 
bonate content of never less than 98%. 
The court finds the taxpayer entitled 
to 15% depletion (allowed for chemical 
grade limestone) not 5% (allowed under 
the 1939 Code for marble). After ex- 
traction, the limestone was divided into 
four uniform classifications, based on 
the relative degrees of whiteness. Tax- 


payer could not have marketed its 
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which exceeded the 5% limitation on 
the ground that the publicity given the 
contributions increased its business 
among Christian Scientists. The court 
notes that the increase in taxpayer's 
business might have been caused by its 
advertising in the Christian Science 
Monitor. Even if taxpayer had both 
charitable and business motives, the 
payments may be claimed only as con- 
tributions. Under the Code and Regu- 
lations, if a payment would be deducti- 
ble as a contribution except for the 
percentage limitation, it may not be de- 
ducted as a business expense. Hartless 
Linen Service Co., 32 TC No. 94. 


Contributions to war veterans organiza- 
tions deductible though nonveterans can 
join it. The fact that a small percent- 
age of its members who have served in 
the Armed Forces have not served dur- 
ing a period of war will not of itself 
preclude an organization from being 
classified as a war veterans organization 
contributions to which are deductible. 
Rev. Rul. 59-151. 


No exemption for real estate board 
operating a multiple listing system. The 
operation of a multiple listing system as 
a primary activity by an otherwise ex- 
empt real estate board will cause it to 
lose its tax exemption. This kind of 
operation is inherently designed for the 
rendering of particular services for in- 
dividual members, and constitutes a 
business of a kind ordinarily carried on 
for profit. Rev. Rul. 59-234. 


Can’t deduct car damage while carry- 
ing Boy Scouts. The cost to a taxpayer 
of replacing his auto engine damaged 
while transporting Boy Scouts to and 
from a camp does not qualify as a chari- 
table contribution to the Boy Scouts. 
Rev. Rul. 59-239. 


limestone .in coarser forms. All lime- 
stone which could be profitably sold in 
bulk was marketed in that form. The 
remainder, and greater portion, had to 
be bagged in order to be commercially 
marketable. The court finds that tax- 
payer's first commercially marketable 
product was chemical grade limestone 
or metallurgical grade limestone, ready 
for shipment, in bulk or in sacks. All 
processes applied by taxpayer normally 
used by mine owners and operators to 
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put the production in that form were 
ordinary treatment processes, incluc- 
ing the bagging of that portion of the 
production so marketed. The court also 
holds that since taxpayer’s product was 
chemical or metallurgical grade lime- 
stone, taxpayer is entitled to have the 
exclusion of non-taxable income from 
exempt excess output for excess profits 
tax computed under Section 453(b)(2) 
of the 1939 Code. Victorville Lime 
Rock Co., DC Calif., 7/17/59. 


Rancher was in business of selling 
breeding cattle [Acquiescence]. Tax- 
payer argued that, in addition to its 
breeding herd, it maintained a replace- 
ment herd and a sale herd. It agreed 
that it realized ordinary income on 
cattle in the sale herd, but that the re- 
placement herd was merely a subdivision 
of the breeding herd and animals held 
in it at time of sale were held for breed- 
ing and entitled to capital gain. The 
court finds that the fact distinguish- 
ing taxpayer’s operations from those of 
ranchers allowed capital gain treatment 
is that, in addition to developing his 
own breeding herd, he was in the profit- 
able business of selling breeding cattle 
to other ranchers and, in fact, derived 
most of his income from such sales. The 
tax court held that taxpayer did not 
show that animals held in the replace- 
ment herd were not held for sale in the 
ordinary course of business. Capital gain 
was, however, allowed on animals ex- 
hibited or otherwise treated as part of 
the breeding herd. Two judges, dis- 
sented, saying that taxpayer was obvious- 
ly holding most of his animals for sale in 
the ordinary course of business and they 
would tax as ordinary income gain on 
all animals not actually used for breed- 
ing. Moore, TC 31 735, Acq. IRB 1959- 
30. 


Insurance company not taxable on re- 
duction because of policy liens. In the 
thirties, taxpayer had taken over a fail- 
ing insurance company under an agree- 
ment whereby only 40% of the amount 
payable as existing policies of the fail- 
ing company matured would be paid to 
policyholders. The court finds that the 
60% so withheld on policies maturing 
in the taxable year was not income of 
taxpayer. In effect, the holder of the 
policy was a self-insurer for that 60%; 
he could have paid off the lien to tax- 
payer at any time. Kentucky Home Life 
Insurance Co., DC Ky., 8/12/59. 


“Settlings” of oil well not depletable. 
Tank settlings consist of oil and water 
which settle at the bottom of a well. 
Taxpayer had a contract to clean the 
wells and remove the settlings, which 
had a small value. The court holds tax- 
payer’s interest is not an economic in- 
terest in the oil in place. He is not en- 
titled to a depletion deduction. Shoe- 
make, DC Kan., 6/19/59. 


Ordinary treatment processes deter- 
mined. The court determines that the 
ordinary treatment processes used by 
taxpayer to produce the first commer- 
cially marketable product from crude 
fire clay do not include bagging. The 
ground clay sold in bulk is the first 
commercially marketable product, and 
percentage depletion is computed on 
its selling price. Dixie Fire Brick Co., 
DC Ala., 7/29/59. 


Advance payments for feed deductible 
by farmer at payment [Acquiescence]: 
Taxpayer, a poultry farmer on the cash 
basis, paid for feed in December of each 
year, in return for which the grain dealer 
was unconditionally obligated to deliver 
to the farmer the following spring, the 
quantity of feed which the amounts re- 
ceived would pay for at the prices in 
effect on the delivery dates. The court 
found the payments were not in the na- 
ture of deposits, but were non-refund- 
able absolute business expenses properly 
deductible in the year of payment. 
Ernst, 32 TC No. 16 acq., IRB 1959-36. 


Portland cement first commercially mar- 
ketable product. Taxpayer mined lime- 
stone and other minerals which it 
crushed and blended into Portland 
cement. Its tax returns treated a lime- 
stone slurry as its first commercial prod- 
uct, and computed deplation at 10% 
(for calcium carbonates) on its value 
then. Thereafter it filed claims for re- 
funds using the value of the Portland 
cement as its depletion base and claim- 
ing 15%, allowed for chemical grade 
limestone. The district court upheld the 
computation based on the value of the 
cement and although it found the ma- 
terial to be depletable at 10% actually 
the finding was irrelevant because the 
limitation of 50% of net was applicable. 
Both parties appealed. The court here 
upholds the determination that Portland 
cement is the first commercial product 
and that the cost of incidental material 


purchased need not be deducted. It does 
order the district court to revise its 
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findings to avoid characterizing the 
limestone as either commercial or chemi- 
cal grade. Monolith Portland Cement, 
CA-9, 7/2/59. 


Premiums retained by insurance com- 
pany in state-required reserve are un- 
earned. An insurance company may 
treat as unearned premiums portions of 
the original premiums which under 
Pennsylvania law are required to be set 
aside in an unearned premium reserve. 
When any amounts are withdrawn or 
released from the statutory reserve they 
become earned and are taxable. Rev. 
Rul. 59-251. 


No depletion in year of loss; basis had 
been recovered. Taxpayer claimed per- 
centage depletion in a year in which it 
had a net loss from operations. The 
Tax Court disallows the deduction be- 
cause the Code limits percentage deple- 
tion in a given year to 50% of taxable 
income before depletion. Furthermore, 
taxpayer could not claim cost depletion 
since the cost of taxpayer’s quarry land 
had been fully recovered. The Code and 
Regulations require reduction of basis 
by all depletion, percentage or other- 
wise, previously allowed. Winnsboro 
Granite Corp., 32 TC No. 86. 


Percentage depletion may not be com- 
puted on transportation costs. Taxpay- 
ers operated a granite quarry and com- 
puted percentage depletion on gross 
billings to customers, which included 
freight costs incurred in shipping the 
granite to the customer’s place of busi- 
ness or to the carrier. Since percentage 
depletion may be computed on gross 
income from mining only, the Tax 
Court requires taxpayers to reduce gross 
sales by these freight costs. The court 
points out that the only includible 
transportation costs are those from the 
point of extraction to a point where a 
taxpayer performs further processing. 
Taxpayers here had completed their 
work when the stone was loaded for 
shipment. Winnsboro Granite Corp., 32 
TC No. 86. 


Depletion computed on sales of burnt 
clay; was first commercially marketable 
product. Taxpayers mined fire clay 
from which it produced burnt clay. 
Within a 40-mile radius of taxpayer's 
mine there were substantial sales of 
fire clay in its crude form, but due to its 
high cost of mining and transportation, 
taxpayer did not sell its clay except in 
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Treasury won’t oppose real 
estate trust exemption 


Tue Treasury has dropped its opposi- 
tion to proposals to exempt from corpo- 
rate income tax real estate investment 
companies which have not less than 100 
shareholders and which distribute 90% 
of their income. Legislation along these 
lines, intended to permit real estate 
companies to operate in much the same 
way as regulated investment companies 
(mutual funds) do, was passed by Con- 
gress in 1956 but vetoed by the Presi- 
dent. However. in August, the Realtors 
Washington Committee announced that 
the Treasury would not oppose such 
plans if the law makes it clear that the 
trust must be completely passive. The 
Committee said that there is some in- 
certainty as to whether the Treasury 
will insist that the trust lose its exemp- 
tion if it expends money for mainten- 
ance service. 

It is expected that legislation of this 
kind will be introduced at the next 
session of Congress. w 





the form of burnt clay products. The 
court finds that burnt clay was taxpayer's 
first commercially marketable product 
and permits depletion to be computed 
on that basis. Since plaintiff could not 
sell its fire clay at a profit, it did not 
have a commercial market for it in that 
form. Additional operations to convert it 
into burnt clay were part of the ordin- 
ary treatment process. Standard Clay 
Mfg. Co., DC Pa., 7/8/59. 


Ordinary income on growing crop sold 
[Old Law). Taxpayer sold his citrus 
groves in April, with the right to har- 
vest the crop until June 30. The court 
agrees with the Commissioner that 
under the 1939 Code taxpayer had or- 
dinary income on the portion of the 
proceeds allocable to the growing crop. 
[The 1954 Code specifically provides 
capital gain treatment under the rules 
of Section 1231.—Ed.] However, the al- 
location is to be made as of the values 
on the contract date, and not on the 
basis of the harvested crop. Wilson & 
Toomer Fertilizer Co., DC Fla., 9/1/59. 


Capital gain on fox pelts. After foxes 
were no longer useful as breeders on 
taxpayer's fox fur ranch, they were 
culled from the breeding herd and 
their pelts sold. The court holds these 
culls qualify as breeding animals under 


November 1959 


Section 1231, and the proceeds of sale 
of the pelts is entitled to capital gain 
treatment. The court also holds that the 
foxes are, in principle, subject to a de- 
preciation allowance; but taxpayer was 
unable to establish their salvage value, 
so depreciation could not be computed. 
Cedarburg Fox Farms, Inc., DC Wisc., 
7/31/59. 


Allocations to members of taxable co-op 
of income earned from non-members 
are not patronage refunds [Acquies- 
cence]. A farmers’ cooperative can quali- 
fy as tax-exempt if it allocates patronage 
rebates to all its patrons, both members 
and non-members. A taxable co-opera- 
tive is permitted to exclude from in- 
come earnings allocated to patrons as 
true patronage dividends, i.e., those 
which are mere adjustments in price. 
To qualify as a patronage dividend, the 
allocation must have been made pursu- 
ant to a pre-existing legal obligation 


-out of profits realized from transactions 


with the particular patrons for whose 
benefits the allocations were made, and 
must have been made equitably. The 
court held that amounts allocated to 
members out of compensation received 
from members for storing grain owned 
by such members constitute patronage 
dividends to the extent that the amounts 
which were allocated to the particular 
members who stored grain represented 
their proportionate shares of total mem- 
ber storage business which produced 
the compensation of such class, less the 
applicable expenses. Pomeroy Coopera- 
tive Grain Co., 31 TC No. 71, acq., 
IRB-34. 


Savings and loan association dividends 
deductible when withdrawable. Tax- 
payer, a Federal savings and loan as- 
sociation, declared a dividend for the six 
months ended 12/31/51. Checks for the 
dividends on its investment shares were 
dated 12/31/51 but were not mailed 
until January, 1952 and could not be 
picked up by the shareholders earlier. 
Dividends on savings shares were 
credited to shareholders’ accounts as of 
12/31/51 but could not be withdrawn 
before January, 1952. This method had 
been followed by taxpayer consistently 
for many years until a new ruling was 
issued in December, 1952 by the regula- 
tory Home Loan Bank Board wherein 
payment of dividends was allowed on 
the last day of the dividend period. Ac- 
cordingly, taxpayer declared a dividend 
as of 12/31/52, allowed its investment 


shareholders to pick up their checks 
that day and mailed the balance that 
had not been called for, before the close 
of that day’s business. It also allowed 
withdrawal of dividends on savings 
shares on the same day and some were 
actually withdrawn. Taxpayer in its re- 
turn for the year ended 12/31/52 relied 
on the Code provision which allows say- 
ings and loan associations deductions 
for dividends paid or credited during 
the year to claim deductions for both 
dividends. The Tax Court allows both 
dividend deductions in the same year 
because of the Regulations which have 
construed the Code provisions to mean 
that dividends are deductible in the 
year in which they are withdrawable 
and both dividends here were withdraw- 
able in 1952. The court distinguishes 
Citizens, 30 TC 285, 293, where it was 
held that a 12/31/51 dividend was not 
deductible in 1952 since the shareholder 
could have withdrawn the dividend on 
12/31/51. Hancock Federal Savings & 
Loan Assoc. of Chester, 32 TC No. 75. 


Loss on sale allowed, not part of larger 
transaction. Taxpayer claimed a loss on 
the sale of its tangible property in two 
producing oil wells. The properties had 
a basis of some $330,000 and they were 
sold for $250,000. The Tax Court found 
that the sale was only part of an inte- 
grated transaction in which oil leases 
were transferred with the tangible prop- 
erty and, in addition to the $250,000, 
taxpayer retained an oil production 
payment of $3,600,000 out of 85% of 
the production. This court reverses. The 
sole consideration for the sale of the 
properties was $250,000. The reserved 
production payment was expressly ex- 
cepted from the conveyance by taxpayer. 
When this was later sold by taxpayer 
for $3,600,000, the proceeds could not 
be deemed applicable to the sale of the 
properties. Kline, CA-9, 7/2/59. 
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Classified advertising will be accepted for pub- 
lication for help wanted, situations wanted, 
business opportunities, practices for purchase 
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Taxation, 147 East 50th Street, New York 22. 
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This cumulative index of all significant current practical tax 
naterial is published monthly. It covers current books and 
pamphlets and articles published during the past four to six 
months. Articles published in the Journal of Taxation during 
that period are included; however, articles in this issue appear in 
the cumulative index next month. To locate material in this issue 
ve the Table of Contents on the first page. Also included are: 
, subject index; an index to cases, rulings and Code sections dis- 
list of names and addresses of all publishers whose material is 
yssed and an author index. It will in January and July include 
ndexed. References which are removed after six months will ulti- 
mately be published in a pamphlet, cumulating for several years. 


NERAL—BOOKS 
pin Ss A & Beck D, Tax Avoidance 
Tax Evasion, The Ronald Press 
Co. (New York, 1958), 220pp, $10 
($8.50 on subscription) (Tax Prac- 
titioners Library). Features charts of 
avdidance. techniques litigated and 
findings. 
wlman, R S, Arms Length Trans- 
actions. The Ronald Press Co., (New 
York, 1958) 169pp. $10.00. (Tax 
Practitioners Library). Features 
charts setting forth taxpayer’s argu- 
ments in each case opposite the find- 


ing. 
blzman R S, Sound Business Purpose, 
The Ronald Press Co. (New York, 
1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
taxpayer's arguments in each case 
opposite the finding. 

thon J J, Ed., Working with the Rev- 
enue Code-1958, American Institute of 
CPAs (New York, 1958), 238pp. Com- 
ments, brought up to date from 
Journal of Accountancy Tax Clinic 
1954-1958. 

lmtgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 


men 


juselman R, Alexander’s Federal Tax 


Handbook, The Michie Co. (Char- 
lottesville, 1958) 1261pp. $20.00 
whkin & Johnson, Current Legal 


Forms with Tax Analysis, Matthew 
Bender & Co., (New York) 4 vol., 
(loose-leaf) $75. Legal forms, with 
special emphasis upon the alternatives 
dictated by tax saving opportunities; 
covers partnerships, employment and 
compensation, corporate organization, 
sale of goods, business and stock sales, 
credit and finance, estate plans, wills 
and will clauses, husband and wife, 
trusts, charities. 

mma, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 181pp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners. Library) 
charts of justification of attempted 
assignments and findings 

8’ Major Income Tax Act—Law 
ond Explanation, Commerce Clearing 
House (Chicago, 1958), 128pp, $1.50 
mporation 1959 Filled-in Tax Return 
Forms for 1958 Income, Commerce 
aasing House (Chicago, 1958), 56pp 

00 


wividual’s 1959 Filled-in Tax Return 


Forms for 1958 Income, Commerce 
(Clearing House (Chicago, 1958), 
pp $1.00 


tderal Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 
Ideas Manual, Prentice-Hall, (En- 
glewood Cliffs) 1958, 1280pp 

exes 

meolidated Index to proceedings of 
New York University Institute on 
Federal Taxation, 5th through 16th. 
— and Company, (Albany, 1958), 
o4lpp 

imulative Index 1948-1958 Tax In- 
stitutes University of Southern Cali- 
fornia School of Law on Major Tax 
Planning, Banks and Company, (Al- 
bany, 1959). 


<COUNTING—BOOKS 
renfield H & Griesinger F K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Mc- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
sims factors analyzed 


Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred Ww, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 


Stanley, New Rapid Tax Depreciation: 


Ilow to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Advantages and disadvantages of ac- 
crual, installment, completed contract, 
percentage of completion methods for 
individuals and corporations, Schan 
W A NYU17TthInst, p241, 12pp 

Analysis of Teleservice case holding 
grants-in-aid of construction are in- 
come; change in IRS policy foreseen, 
Mednick H S, 11JTAX205, Oct59, 3pp 

Code standards for determining period 
over which improvements to renew- 
able lease may be amortized, analyzed. 
Problems in application foreseen, 
Lurie A 11JTAX22, July59, 4pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59, lp 

Distinguishing between lease and pur- 
chase; recent cases, rulings analyzed; 
lists of factors courts and IRS consid- 
er in determining whether agreement 
is a lease, Petite A C, 5PracLaw73, 
Apr59, llpp 

Survey of recent developments in areas 
where tax and commercial account- 
ing differ; consideration of underlying 
eauses for divergence, Emery 
NYUI17th Inst, p183, 26pp 

Utilities enjoin AICPA bulletin on ac- 
counting treatment of tax deferred by 
using accelerated depreciation when 
the company uses normal deprecia- 
tion on its books, 11JTAX148, Sep59, 
lp 

accrual 

Analysis of claim or right and other 
accounting cases on scope of power 
to determine whether taxpayer’s sys- 
tem reflects income, 11JTAX79, Aug, 
59, 4pp 

change of method 

Changes made before and after 1954; 
the 1958 law; current status of volun- 
tary changes and those required by 
the Commissioner, Holzschuher C Jr 
NYU17TthInst, p249, 8pp 

reserves 

Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 

Recent cases and regulations on periodic 
payments, child support, property 
transfers; estate and gift tax briefly 
considered, Rosenfeld D T, 5PracLaw 
63, Feb59, 8pp 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B & 
Lynch W_ B, 18CLUJ14, Winter58, 
12pp; 10JTAX3822, June59, 5pp 

Private annuities; income estate and 
gift tax problems of the annuitant 
and payor; basis of property trans- 

ferred for a private annuity; w«rn- 

ing that law is unsettled, Ekman « V, 

NYUl17thInst, p1157, 14pp; simiiarly 

5PracLaw26, Apr59, llpp 





rUMULATIVE INDEX TO CURRENT TAX LITERATURE 


CAPITAL GAINS AND LOSSES 


Statement of the law affecting basis of 
specific types of eesperty: gifts, in- 
heritances, stock rights, patents, etc. 
Thomas M, NYUI7thinst. p561, 18pp 


COLLECTION OF TAXES 

District court allows tax lien against in- 
terest of the bankrupt beneficiary of 
spendthrift trust, Erbacher P J, 15 
JMoB166, Apr59, 2pp 

Conflicting rights of holders of mechan- 
ics’ liens and the government as holder 
of a tax lien in retained funds due to 
a defaulting general contractor, 68Yale 
LJ985, Apr59, Tpp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

transferee liability 

Decision in Stern approved as giving a 
definite standard, Hill W C NYU17th 
Inst p25, llpp 


COMPENSATION 


Corporate executives problems; plans 
for deferred compensation should 
recognize probability of double tax 
and endeavor to lighten burden by 
using trusts, several beneficiaries, 
ete., option at retirement under pen- 
sion plans; estate and income tax 
problems especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYUI17th 
Inst. p1171, 40pp 

duPont’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Cor A H, NYUI7th 
Inst, p905, 28pp 

Ford pension and deferred compensa- 
tion plans detailed, and provision an- 
alyzed in terms of the Code, Regula- 
tions and published literature, Fill- 
man J R, NYU17thInst p883, 22pp 

Hazards in deferred compensation plans 
briefly commented on; discontinuance 
problems, stock bonus plans for small 
business; restricted options, Latham 
R S, 19ArtAChron35, Dec58, 1lpp 

Informed comment on practical and tax 
aspects of new types of fringe bene- 
fits; medical expenses; group term; 
health and accident and other insur- 
ance; options; meals and lodging; 
scholarships, Schreiber I, NYU17th 
Inst. p607, 20pp 

Payments to widows under the 1954 Code 
discussed in light of changes in the 
law, recent cases analyzed, Getz E, 11 
JTAX229 Oct59, 4pp 

Unfunded deferred compensation plans 
of Ford, duPont and Consolidation 
Coal summarized and the way they 
handle difficult problems commented 
upon, Bergen K W, NYU17th Inst 
p879, 4pp 


CORPORATIONS—BOOKS 


Anthoine R, Corporate Tax Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presen at October 1958 
forum, as revised by the editor 

Anthoine R & Stinson G, Taz-free Ex- 
changes, Practicing Law Institute 
(New York, Rev. 1959) 118pp. $2 

Holland, Daniel M, The Income-Taz 
Burden on Stockholders, Princeton 


University Press (Princeton, 1958), 
241pp, $5.00. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 


26ipp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Surrey S S, Income Tax Problema of 
Corporations and Shareholders, The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 


CORPORATIONS—ARTICLES 

Legislation proposed to defer tax on 
DuPont’s GM divestiture described, 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 
pany and for its owners, a survey of 
the probl to be idered at each 
stage of growth; capital structure, 

accounting elections, dividend policy 

to accelerate growth and avoid tax 





problems, Tekampe F, Greene R, 11 
JTAX130, Sep59, 5pp 


accumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 
man D & Berger T, 11JTAX196, Oct 
59, 3pp 

buy-sell agreements 

Reconsideration of this problem in the 
lights of recent cases; special attention 
to corporations electing Subchapter 8S, 
Smith J W, 14TaxLR413, Mar59, 2lpp 

Script for conversations between buyer 
and seller of a business and their 
lawyers and accountants; topics dis- 
cussed include bargaining for price, use 
of loss carryover, basis problems, 
Bierman J D, Silverstein L, Kahn 
L, Terry G, Schapiro D, Addison J, 
NYUI17thInst. p717, 54pp 

Tax Court seen diluting benefits of new 
burden-of-proof rules; discussion of 
the immediacy test, acceptable pur- 
poses for surplus, problems in con- 
trolled corporations, the effect of re- 
demption of minority and majority 
interests; planning to avoid 531 
troubles, Weithorn Stanley S NYU 
17thInst, p299, 28pp. 


collapsible 

Tax Court definition of substantial part 
in Kelley case analyzed; conflict with 
CA-3 in Abbott noted; result ques- 
tioned as outside spirit of statute, 
Hewitt J, 11JTAX10, July59, 4pp 

Thorough and precise explanation of 
the changes made by the 1958 Act, 
Friedman W H and Silbert G, NYU 
17thInst. p665, 20pp 


dividends 

Effect on earnings and profits of dis- 
tributions not in liquidation. Analysis 
of changes in the statute and detailed 
consideration and criticism of present 
rules. Urges more consideration of 
economic realities and = con- 
cepts. Di of when 
stockholders sell the ‘dividend prop- 
erty; inventory and non-inventory 
property dividends; appreciated and 
depreciated property, the tax and 
Sen one — Block N NYU17thInst, p 
67 


electing ~ tax income to owners 

Consideration of the buy-sell agreement 
in the Subchapter S corporation; prob- 
lems raised by recent cases seen as not 
completely solved by a Subchapter S 
election, Smith J W, 14TaxLR413, 
Mar59, 9pp 

Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or curporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11JTAX66, 





Aug59, 5pp 
List of danger ~~ rr L interpreta- 
tion as show osed regula- 


tions, Peel P- W, MOST AKSOT, Junedd, 
lp 


Punciitioness at hearing object to pro- 
posed regulation barring election to 
liquidating corporation; royalties issue 
raised, 11JTAX13, July59, 2pp 

Proposals for changes in Subchapter S 
made by —o } ae Section part- 


nership com’ analyzed, Kalupa 
RJ, UaTAXIOL 4 OctbS, 8pp 
formation 


Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
J R TulTaxInst416, 1958, 32pp 

liquidations 

Installment obligations received in liqui- 
dation; problems of intercorporate 
indebtedness; distribution of rights 
to receive income; IRS interpretations 
of Section 337; dangers in the use of 
a liquidating trust; Subchapter S and 
collapsibility, Katcher R, NYU17th 
Inst. p827, 

IRS refusal to rule on some 337 ques- 
tions makes advance planning to 
avoid delay vital; suggestions on use- 
ful p ures, nahan S, 11JTAX 
136, Sep59, Ip 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 
criticized, Leist C D, l11JTAX70, 
Aug59, 2pp , 

ptions 


Poumminn for computing multiple sub- 
stantially disproportionate stock re- 
demptions, Ginsburg M D, 37Taxes387, 
May59, 9 pp 








General discussion of problems: attribu- 
tion rules, equivalent to a dividend, 
terminations, effect on’ remaining 
stockholders, 531 tax redemptions to 
pay estate tax, Winton S C, 37Taxes 
397, May59, llpp 

reorganization 

Advisory Group proposes to 
spin-off by applying a per 
total-value test; criticized as 
tical, 11JTAX136, Sep59, 3pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX138, Sep 
69, 3pp 

thin 


restrict 
cent-of- 
imprac- 


Meticulous analysis of the development 
of the doctrine and shift from em- 
phasis on ratios (tables of ratios ap- 
proved and disapproved included) to 
current reliance on intent. Subchap- 
ter S and Section 1244 seen as end- 
ing some but not all thinness prob- 
lems. Concludes with advice on how 
to avoid thinness trouble, Caplin M, 
NYU17thInst. p771, 56pp 


DEDUCTIONS & EXPENSES—BOOKS 


How T'o Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 


Analysis of cases denying deduction for 
expenses to influence legislation 
amendment of code urged to permit 
such costs if otherwise ordinary and 
necessary, Sunderland T E, 26UChiLR 
109, Autumn58, 17pp 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 
JTAX217, Apr5d9, 2pp; similarly 37 
Taxes230, Mar59, 2pp 

clothing 

Oregon lists types of clothing deductible 
(its rules are similar to Federal), 
11JTAX89, Aug59, 2pp 

education 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 3pp 

employees 

Current cases, typical IRS positions on 
treatment of disallowed employee ex- 
penses, Klett J C Jr. NYU17thInst, 
pl47, 10pp 

illegal 

Close analysis of development and 
present status of limitation on deduc- 
tions of fines and penalties; policy 
and vagueness of standards criticized, 
Crown J H NYU17thInast, p157, 26pp 

meals, lodging G moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, 1p 

medical 

Summary of deductibility of employees’ 
medical expenses and sickness acci- 
dent and health plan costs; cases col- 
lected; problems of the employee 
noted briefly especially in closely held 


corporations, Harris D V Jr. NYU 
17thInst, p207, 21pp 
nonbusiness 


Law, Regulations and recent cases an- 
alyzed, defense-of-title doctrine criti- 
cized, Dohan D H W, NYUt17thInst. 
p579, 28pp 

travel and entertainment 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11JTAX87, Aug59. 2pp 

IRS reminds taxpayers that credit card 
charges paid by employer are con- 
sidered reimbursements to employee, 
11JTAX228, Oct59, 2pp 

Lumberjack allowed cost of daily auto 
trip to logging area: Crowther case 
discussed, 11JTAX232, Oct59, 2pp 


DEPRECIATION—BOOKS 

Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
16lpp 


DEPRECIATION—ARTICLES 


Changes in 1954 seen as adding illogic 
and confusion; controversy not de- 
creased; root of trouble seen in allow- 





ance of capital gain on sale; suggests 
ending that as part of new plan giving 
taxpayer rights to choose rate within 
a wide range, Macrae.E W, 11Tax 
Exec226, Apr59, 15pp 

Reversal of Hertz decision by CA-3 re- 
ported, 11JTAX146, Sep59, 2pp 


EARNINGS & PROFITS 


Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 211I1CPA 
87, Winter58, 10pp; similarly 10) TAX 
261, May59, 4pp 


ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertainer’s high in- 
come, Kragen A J, 31SoCalifLR390, 
24pp; similarly 10JTAX194, Apr59, 
PP 


ESTATES AND GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Federal Estate and Gift Taxes Ez- 
plained, Commerce Clearing House, 
$3.00, 288pp. Reflects 1958 amend- 
ments 

Lasser Institute J K, Fatate Tax T'ech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer. Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Spinney W R, Eatate Plannina—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, £1.50 (paper cover) 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

1959 U. S. Excise Tax Guide, Commerce 
Clearing House, $3.00, 448pp 


ESTATES—ARTICLES 


edministration 

Attorney on Treasury Legal Advisory 
Staff considers obligations to a for- 
mer spouse which survive death; 
leading cases analyzed: estate tax 
implications of 1958 gift tax legisla- 


tion considered, Willan R M, NYU 
17thInst, p1211, 16pp 

Developments within the past ten 
years on the marital deduction; cases, 
rulings, books, and articles cited, 


Bernstein A B, NYU17thInst, p114i, 
16pp 

Electing the alternate valuation date 
brings problems of includible assets, 


their basis, income in the interim; 
effect on legacies, Price J W, 8rd, 
NYU17thInst, p1345, 22pp 

planning 


Example of how a simple everything-to- 
my-wife will is improved by consid- 
eration of tax effect and planning to 
meet it, Kay D G, 11JTAX173, Sep 
59. 2pp 

Outline of course at Notre Dame Law 
School, 34NotDamL294, Apr59, 7pp 


EXCESS PROFITS TAX—BOOKS 

Seidman, Seidman’s Legislative History 
of Excess Profits Tax Lawa: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Treasury plans no change in rules on 
including co-operative advertising al- 
lowances in excise tax base, Under- 
secretary Scribner says, 10JTAX217, 


Apr59, 2pp 
EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptiens 


EXEMPT ORGANI ZATIONS—ARTICLES 
Proposed Regulations would deny ex- 
emption to “action” organizations, 
limit research exemption unless re- 
sults are given to public, 10JTAX351, 


June59, lp; testimony at hearings, 
11JTAX19, July59, 2pp 
contributions 


Alumni organizations now find it pos- 
sible to obtain exemption as educa- 
tional-charitable; rulings, cases 


an- 
alyzed, Myers J H & Quiggle J W, 45 


ABAJ392, May59, 3pp 





Gifts during life of other than cash; 
property vs. nondeductible free grant 
of use; income for term of years; gift 
of remainder; income being reserved; 
annuity; bargain sale; gift subject to 
mortgage; life insurance; preferred 
stock (including Section 306 stock). 
Typical transactions described and 
tax problems involved discussed, Cut- 
ler A R, NYU17thInst, p1117, 24pp 

FARMERS—BOOKS 

Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


Ruling that crops and livestock are not 
income in respect of cash basis farmer 
decedent approved; should apply to ac- 
crual basis farmer; equity would re- 
quire disallowance of costs for raised 
livestock, 37TexasLR350, Feb59, 5pp 

Treasury seeks new legislation to tax 
patronage dividends by cooperatives, 
Farrell E J, 11JTAX218, Oct59, 2pp 


FOREIGN—BOOKS 


Diamond W H, Foreign Tax and T'rade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

International Tax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Rado A R, & Uckmar V, The Tax Con- 
ventions Between the United States 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
— lawyer, application to Italian 
law. 

Posner S I & Allan H J, Federal Tazes 
and Foreign Investments, Public 
Affairs Press (Washington, 1958) 
14pp, 50c. Easy to read; no citations; 
introductory. 


FOREIGN—ARTICLES 


business 

How the provisions of the Boggs Bill, 
as revised by the Ways and Means 
Committee, affect current planning 
for foreign operations, by Seghers P 
D, 11JTAX244, Oct59, 4pp 

Recent changes in the West German In- 
come Tax law as they affect American 
business there, Gumpel H J, 37Taxes 
433, May59, 4pp 

corporation 

New retroactive Regulation requires 
foreign corporation to file return to 
get dividends-paid credit for personal 
holding company tax, Silverstein, 1, 
10JTAX244, Apr59, 2pp 


income 
Boggs bill summarized briefly; some 
first industry reaction quoted, 10 


JTAX160, Mar59, Ip 

Chief of IRS pension Trust Branch ex- 
plains taxation of distributions to 
foreign service employees, Goodman 
I 11JTAX30, July59. 5pp 

Critical analysis of rationale of cases on 
income in foreign currencies; gain or 
loss on borrowings; exchange controls 
and blockage, Raffel B, 14TaxLR389, 
Mar59, 24pp 

Foreign taxes eligible for credit, taxes 
in lieu; direct credits and credits for 
taxes deemed paid; treaties computa- 
tion problems, Hinkel 7 S NYU17th 
Inst, p391, 34pp 

New reporting requirements on income 
earned abroad by citizens; explanation 
of U.S. and Canadian tax on U. S. 
citizen working in Canada. Koerner 
W R, 7CanTaxJ43, Jan-Feb59, 4pp, 11 
JTAX186, Sep59, 3pp 


taxes 

IRS too narrow in denying similar 
eredit status to Belgium despite 
French-Belgium convention waiving 


double tax, 11JTAX122, Aug59, 2pp 
Western Hemisphere Trading Corp 
Comparison with branch and subsidiary 
operation; current problems in nar- 
row Treasury interpretations, Craw- 
ford W W NYUITthInst, p369, 22pp 


FRAUD—BOOKS 


Balter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp; $2.00. 
Articles originally published in The 
Journal of Taxation, ‘Practitioners’ 
Guide No. 3.” 

Balter, Fraud Under Federal Tax Law, 


ing House, $7.50, 495pp 
Mortenson, E 
Law, Bobbs-Merrill Co., 
dianapolis, 1958) $12.50. 


Tne., 


Second Edition, 1953, Commerce Clear- 


Federal Tax Fraud 
(In- 









FRAUD—ARTICLES q seule ¢ 


Banks’ reports of currency t iombeing used 
elp IRS trace evaders: ome af se 
~ <i rules, 11JTAX237, OctsgjiJTAX157 
pp 

Comment on recent cases; IRS Police} NT RETU 
Murphy H NYUtI7thInst, int and se’ 
12pp ciencies an 

Consideration of cases in which clainglight of wif 
for unallowable deductions was tjjunder state 
basis ~~ ates Proceedings {qji37, Mar59, 
evasion, Cobert E O, NY . 
myer Ultthins ENTORY- 

Constitutional issues in search and seig 
ure as raised in tax cases; deceptiggnentory Ac 
by agents, concealment of specigvard 

Avakian S NYU1thing 


Criminal action a collatera! estoppel ji aM 
civil? Cases analyzed; IRS ten Court decis 
to obscure discrepancies in its pavalue LIF 
worth calculations discussed gs og, IITA 
portunity for defense, Byer § NY 

s 


o bint = es p59, 14pp 

rucial importance of having an 

countant assist in defense "of fraul —_ = 
case, especially one based on ng carryover ! 
worth; criticism of courts as ignoring jertake sul 
the necessity for accounting help jj transferrin 
their narrow privilege holdings; dig possible ft 
cussion of non-tax cases contra jary discus 
Bender L NYU17thInst, p511, 20pp) app 

Disallowance of the costs of defeng fistory of a 
against criminal fraud charges ¢qj 
bring huge financial costs to the consmended wi 
victed evader: policy questioned, Balyess suffer 
ter H G, 11JTAX165, Sep59, 4pp "iexable or 

Discussion, in practical terms, of thaship, Lent 
problems facing the attorney handlings9, 29pp 
a net worth case. Cooperation, limitakgislative | 
tions on Government’s powers, attackeWinton S 
ing computations and the fraud de 
termination, Lipton P P and Petri weed of 
R A, 11JTAX117, Aug9, 4pp McDowell 


GIFT TAX Upp 


Powers in a trust that may bring w L, GAS A 
forseen tax cost: a warning to t ing & | 
draftsman of pitfalls in ording 6 el 
trust provisions, Curtis J, NYU! od Cliff 
Inst, p1267, 23pp ke LE j 


INCOME—BOOKS Gas Trans 


Lindsay D A & Burford S F, Items a GO 
Gross Income, Practicing Law Instira:ation 
tute (New York 1958) 72pp $2.00. ABnerce Cle: 


exposition of the law, footnoted 














Code, regulations. cases; covers ex GAS Ab 
clusions, and income given special ta a z f 
treatment. eos agli 


gain on ¢ 
Schoenbau 







INCOME—ARTICLES 


Discharges of indebtedness at a di 
count; exceptions to the general ru 
that it is income; when to elect to re yorking i 
duce basis, Stuetzer H Jr. NYU1tliion to dr 
Inst, p229, 12pp » 

Treasury asks Congress to change laWplications 
to permit taxfree exchange of GoWurried p 
ernment bonds for new issue in r@nake reps 
financing, 11JTAX163, Sep59, lp amalyzed « 

tay benefit rule Code part 

Devrlopment of the cases; the statutor¥gis9 Apr 
rules, Rich Maurice H NYUt7thIns§.Goria op 


p257, 10pp ing deple 
INSURANCE—BOOKS onl 
How Federal Taxes Affect Life Inemanufacti 
surance and Annuities, Commerc8JTAX176, 


Clearing House, Inc., (Chicago, 1958fatural ga 


96pp, $1.50 a 
iNSURANCE—ARTICLES viewers 


Attack by IRS on minimum-deposit insman A E 
surance plans criticized as ignoringberall sur 
economic realities in insurancesefect of 
Simon S C, 11JTAX202, Oct59, 3pp | Part I cor 

New York department of insuranc®productio: 
curbs minimum deposit plans; popumsidered as 
lar tax saving method may be endedjution, na 
Friedman M, 11JTAX8, July 59, 2pp be I, 14 

as 


Sat 


Short summary of Life Insurance Conthimons ani 
pany Income Tax Act of 1959, 11JTAMss re-ests 
148, Sep59, 1p _ Pownershiy 

Tax Court denial of interest deductio#of strip 
on loans prepaying premiums foreillow dep 
shadows trouble for bank-financed in JTAX2 
surance plans devised to obtain ta®wsibility + 





advantage, 10JTAX149, Mar59, 2pp _ ma 
INTERNAL REVENUE SERVICE ee te 


Assistant Commissioner 
exple.: the internal audit and i 
terna: security functions of the 
spection Service, Trainor H J NYWkof inte: 
17thInst, p495, 16pp | ‘tactional 

Commissioner’s letter and TIR explaifigin, 804 
that Inspection Service has no powefWing in 1 
to reopen closed case, 11JTAX9§payment 
Aug59, 2pp ntside T 

CPA says that higher entrance standgpp 

ards for agents and better training ing ar 

making them more formidable opponsapitalizi 
ents and that settlement 4 a lev ling 
els in the department is therefore D@and app 

coming more difficult, 11JTAX23@jalyzed, 1 

Oct59, 2pp 


(Inspection} duction of 
lessee hac 
0&GTax 





Inst, pe 


tronic data processing machines 
ansactiogcing used by IRS; possible future 
mmary @yses as seen by IRS systems man, 
37, Octs@ilJTAX157, Sep59, 2pp 


S policiegd!NT RETURNS 

ast, i and several liability for tax, defi- 

sencies and penalties seen as unjust in 

ich clainglight of wife's separate financial status 
was thyunder state law, Ritz W J, 14TaxLR 

dings {qi37, Mar59, 12pp 

UlithinsfiyeNTORY—BOOKS 


: and eeigutters J K, Effects of Taxation: In- 
decepricgnentory Accounting and Policies, Har- 
of specigvard (Cambridge, 1949), 330pp 


UlithinsiyenTORY-ARTICLES 


stoppel ygief comment on implications of Tax 
: ee Teeart decision in Klein case on dollar- 
n its naralue LIFO inventory, DeLeoleos N 


od as om! 11JTAX147, Sep59, 2 pp 


pee AY ses 


'Z &N adeerybock G carryover 
of fraufhmpany expensing drilling can use loss 
On nélearryover about to expire and still un- 
S ignorin@dertake substantial drilling program by 
i help iftransferring the work to a subsidiary. 
lings; dig Possible future liquidation of subsid- 
. contra iary discussed, 80&GTaxQ142, Apr59, 
11, 20pp) app 
of defenshistory of attempts to control traffic in 
arges cafiiax losses reviewed; new start recom- 
0 the consmended with basic rule that only busi- 
oned, Balness suffering losses can use them after 
, 4pp exable or taxfree changes in owner- 
us, of th@ship, Lent G E, 11TaxExec241, Apr 
y handlings9, 29pp 
on, limita@kgislative history and current cases, 
rs, attacksWinton S C, 11JTAX76, Aug59, 4pp 


fraud degsyalty 
ind Petrifalysis of recent cases and rulings, 
Pp WeDowell A J, NYU17thInst, p.627, 


4pp 
bring uml, GAS AND MINERALS—BOOKS 
ng to inBeeding & Burton, Taxation of Oil and 
ordinar¥;.. Jncome, Prentice-Hall, (Engle- 
NYU ood Cliffs). 
ke L E, Federal Taxation of Oil and 
jas Transactions, Matthew Bender & 
$25.00 


: 
, 








, Items Ofiier G, Oil and Gas Federal Income 
“aw Inst®raration, Third Edition, 1957, Com- 
) $2.00. ABinorce Clearing House, $10.50, 352pp 

otnoted te 

atic m i GAS AND MINERALS—ARTICLES 

speci! \8F alysis of recent cases on capital 


gain on assignment of in-oil rights, 
Schoenbaum S NYU17thInst, p443, 
Lopp 

sideration of the possible tax inter- 
tion of an assignment of half a 
lect to res ng interest for cash plus obliga- 
NYUItition to drill, 80&GTaxQ144, Apr59, 5 





hange laWolications of the Prater decision, that 
e of Go ried party without obligation to 
sue In Take repayment cannot deduct losses, 
9, Ip nalyzed especially in relation to 1954- 
de partnership questions, 80&GTax 
59, Apr59, 10pp 
jloria opinion analyzed; seen as shift- 
ng depletion allowance from plant 
erator to field owner, but not 
nswering the question where does 
Life Inemanufacturing begin, Simon S C, 11 
ITAX176, Sep59, 3pp 
ago, 1958Patural gas; typical arrangement in 
roduction and processing and how 
hey affect depletion; current cases on 
nufacturing vs. processing, Aik- 
n A E NYU17thInst, p473, 10pp 
ll survey, for the investor, of tax 
of various oil arrangements. 
Part I covers deductibility, taxation of 
reductions, treatment of losses con- 
tidered as affected by form of organi- 
be endedj ution, nature of interest, Bruen A J, 
ly 59, 2pp) Part I, 14TaxLR353, Mar59, 36pp 
ance Conttimons and Huss cases analyzed; seen 
9, 11JTANs re-establishing the importance of 
mnership of mineral; consideration 
deductio#ef strip mining contracts that will 
iums foretallow depletion to stripper, Sneed J T 
inanced ingIJTAX2, July59, Spp 

















obtain ta®wsibility that depletion on an advance 
r59, 2pp | tonus may be elective seen in language 
CE t cases, 80&GTaxQi53, Apr59, 6pp 

wf of worthlessness required for de- 
inspection} duction of bonus on expired lease when 


it and inslesee had obtained control of lessor, 
of the Ing 0&GTaxQ149, Apr59, 1p 
H J NYWkof interest in lease, following gift of 
__| ‘ractional royalty, qualifies for capital 
IR explaifrain, 80&GTaxQ150, Apr59, 2pp 
; no powering in Texas tax seen in shifting oil 
11JTAX%%~yment properties to corporations 
wiside Texas, 80&GTaxQ151, Apr59, 


ince. standepp 
training Baring arrangements that will avoid 
ible oppom@apitalizing any of the intangible 


lower levsirilling expenses; typical agreements 
erefore b@and applicable rulings and cases an- 
1JTAX23 


alyzed, Birmingham J F NYU17th 
r* p461, 12pp 








Tax treatment of a tract continguous to 
producing well, purchased to secure 
right to produce additional oil, 80&G 
TaxQ137, Apr59, 3pp 

When a gas producer refunds an over- 
charge, he is probably required to re- 
duce deduction for refund by depletion 
previously taken, 80&GTaxQ140, Apr 


» 2pp 
When and how deduction is allowed for 
worthlessness. Criticism of Treasury 
position on some items seen as invalid, 
Wellen C W and Ryan W M, 10JTAX 
310 May59, 5pp 


PATENTS 


How a corporation can achieve capital 
gain on licensing agreements; tax and 
other problems in foreign licensing, 
current IRS rulings policy and possi- 
bility of legislation, Slowinski W A & 
Creed J F, 11TaxExec270, Apr59, 19pp 


PARTNERSHIPS—BOOKS 

Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Little P., Federal Income Taxation of 
Partnershipa, Little Brown & Covo., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine texi was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

Willis, Handbook of Partnership Taxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G&G PARTNERSHIPS— 
ARTICLES 


An outline, but with citations to Code 
and cases, of tax effect of retirement 
or death of a partner under various 
typical arrangements; income and 
estate taxes; basis of interests and of 
firm assets; computations, Willis A B, 
Little P, McDonald D, NYU17thInst, 
p1033, 34pp 

Associations taxable as corporations; 
older cases analyzed and found no 
longer fully authoritative; recent cases 
and rulings discussed and four cri- 
teria seen as controlling; associates, 
profit motive, centralized manage- 
ment, and continuity, Driscoll J P, 
NYU17th Inst, p1067, 30pp 

Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples, Mac- 
Kay H M, 18CLUJ53, Winter58, 37pp; 
similarly 11JTAX54, July59, Tpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension and I’rofit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (DPhiladel- 


phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing I’lans and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION G PROFIT SHARING PLANS— 
ARTICLES 


Chief of the IRS Pension Trust Branch 
explains qualification of trust for for- 
eign service employees, Goodman I, 
11JTAX30, July59, 5pp 

Detailed consideration of the problems 
that arise upon the reorganization of 
a firm having a pension plan. Mer- 
gers when one or both have plans, 
Robbins F J, NYUI17thInst, p951, 


42pp 

IRS Chief of the Pension Trust Branch 
details procedures for qualifying plans 
and obtaining rulings. Comments on 
best methods and on areas in which 
the IRS will not rule, Goodman I, 
NYU17th Inst, p993, 40pp 

Ruling that provision for valuation 
change to accept Treasury figure 
destroys qualification criticized as 
illogical and unjustified, Springer S G, 
11JTAX214, Oct59, 2pp o 

Tax planning by the employee is neces- 
sary to secure the advantages given 
to death and retirement benefits under 


qualified plans, Stock D, 11JTAX98, 
Aug59, 3pp 
PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 


se Them, Institute for lusiness 
Planning, Inc. (New York, 1958), 
216pp, $12.50, Emphasis on family 
and small-corporation financial and 


tax planning 


Vernon W, Vernon LM, & Keebler S E, 
Federal Income Tazation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Kveryday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 


Tax Angles fox: Homeowners, Commerce 
we House, (Chicago, 1957) 64pp, 
1.00 


PERSONAL HOLDING COMPANIES 


Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 


POLICY—BOOKS 


Blough, The Federal Taxing l’rocesa, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 

Lent, G E, A Taz l’rogram for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin -free) 
POLICY—ARTICLES 

CPA urges drastic revision ending 


lower taxes on capital gain to make 
system simpler and to achieve public 
acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Increase in revenues from profit-based 
taxes has marked growing crisis in 
finance as demand for services in- 
creased; equity and economy still im- 
pe. Perry H, 37Taxes374, May59, 
pp 

Representative Mills outlines topics for 
Ways and Means Committee hearings 
in November, 11JTAX101, Aug59, 1p 

Weakening of opposition to Federa' 
sales tax seen as offering opportunity 
for revision of income tax, Barlow 
J, 11 JTAX101, Aug59, 1p 

With tongue in cheek the author discuss- 
es the Detroit influence on tax policy— 
annual models, heavier and heavier; 
optional equipment, growing expense 
to operate; ete. You'll chuckle over this 
one! Blum W J, 37Taxes379, May59, 
2pp 


PROCEDURE—BOOKS 

Casey LF, Casey Federal Tux Practice, 
Callaghan & Co., (Chicago, 1955) 
195lpp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, I’rocedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edn- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore M M, How To Win A Tax Case, 
Prentice-Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Ince., (Chicago, 1957) 
316pp (paper cover), $4.00 


PRGOCEDURE—ARTICLES 


Effect on tax controversies of state 
court action; legal theories; cases col- 
lected; desirability of bringing state 
actions; collusive and nonadversary 
proceedings; consideration of under- 
lying judicial policies, Berger A L 
NYU17thInst, p87, 29pp 

Explanation of the law; some recent 
cases, Sarner L, 5PracLaw69, Jan5® 
15pp; similarly 11JTAX35, July59, 


7pp 

Former IRS trial attorney comments on 
administrative, pre-trial and _ trial 
techniques for the practitioner; warn- 
ings of common errors at each step, 
Pesin E NYU17TthInst, p37, 22pp 

Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 
review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 

REAL ESTATE—BOOKS 

Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing TLe- 
gal Education, (Philadelphia, 1957) 

Real Estate Transactions, Second Edi- 
tion, 1959, Commerce Clearing House, 
$1.50, 96pp 





REAL ESTATE—ARTICLES 


Circumstances under which construc- 
tion by a lessee may be taxed as rent 
to the lessor; cases considered; sug- 
gestions on drafting agreements, 
Schlesinger N E, NYU17thInst. p 
697, 8pp 

Planning for the subdivision and sale 
of real property; avoiding dealer 
status, syndicates as partnerships or 
corporations electing under Subchap- 
ter S, Purvis H, 11JTAX143, Sep59, 


8pp 

Real estate man describes some taxfree 
exchanges of propertv which he ar- 
ranged Bernfeld H, 11JTAX220, Oct59, 


2pp 

Section 1237 seen as too limited to be 
useful; best advice on how to achieve 
investor rather than dealer status is 
to remain inactive, Repetti P J, 
NYUlI7thInst, p651, 14pp 

Tax problem of developers; difficulty of 
achieving investor status; collapsibles; 
Subchapter S; Section 1244 stock. 
Informed and practical comment on 
ways to avoid these problems, Aron- 
— A J B, NYUl17thInst, p685, 
12pp 


RETIREMENT CREDIT 


Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107J Account78, March59, 1p 


RETROACTIVITY 


Constitutional limits and due process in 
income and estate tax cases consid- 
ered, Novick A S, Petersberger R I, 37 
Taxes407, May59, 26pp 


RETURNS 


[IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, lpp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 

* analyzed. 


SELF-EMPLOYED RETIREMENT 

Practical weighing of the advisability 
of lawyers attempting to form a Kint- 
ner-type association taxable as a cor- 
poration, Hobbet R D, 82WisBB21, 
Apr59, 5pp 

Treasury opposition may defeat pro- 
posal for pensions for the self-em- 
ployed; arguments as presented by 
David Lindsay to Senate Finance 
Committee, 11JTAX169, Sep59, 2pp 


STATE AND LOCAL—BOOKS 

Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes foun’ in- 
equitable. 

Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Case holding Baltimore Ad tax un- 
constitutional criticized; Constitu- 
tional local taxes on advertising 
seen as possible, Silverstein L, 20U 
PittLR607, Mar59, 14pp; similarly 11 
JTAX108, Aug59, 5pp 

Compliance costs exceed 1% of taxes 
paid, national survey shows, 11JTAX 
243, Oct59, Ip 

Examination of original package doc- 
trine and new test of current opera- 
tional needs; difficulties in application 
foreseen, Sigerson D K, 11TaxExec214, 
Apr59, 12pp 

State and local taxes seen as usually not 
a large cost of doing business and 
not an important factor in location 
decisions, Thompson W R, 11JTAX 
44, July59, 3pp 

income taxes 

Apportionment factors examined in the 
light of recent cases; possibility seen 
that new “minimum connection” re- 
quirement will approximate old intra- 
state activity test, Silverstein L L, 11 
TaxExec200, Apr59, 13pp 








Economist discusses definitions of uni- 
tary business and suggests new com- 
prehensive one; uniform allocation 
formulas seen as desirable, Wilkie 
A, 37Taxes437, May59, 10pp : 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, Ip 

New York State problems in withhold- 
ing and estimates, Eidenberg N, 29 
NYCPA3870, May59, Ip 

Policy in allowing Federal tax as a 
deduction in computing state taxes, 
11JTAX46, July59, 1p 

interstate commerce 

Senate Small Business Committee recom- 
mends temporary Federal law to pro- 
hibit state tax on income unless busi- 
ness has property or people in the 
state; would have commission to study 
problem and propose permanent law, 
11JTAX183, Sep’59, 3pp 

Taxation of firms with no property in 
the state seen as unjust; North- 
western States case discussed, Reck, 
P A, 27Control215, May59, 4pp 

Overall review of the role of the courts 
in reviewing property tax assess- 
ments; leading cases in various juris- 
dictions; standards of inequality and 
overassessment criticized; need for in- 
formal impartial review for small 
claims seen, Hellerstein J R, 14Tax 
LR327, Mar59, 6pp 

New law prevents extension of state 
tax on interstate business; 11JTAX- 
241, Oct59, Ip 

Study of the factors that make a busi- 
ness unitary and therefore subject to 
state formulas for apportionment of 
income. 11JTAX241, Oct59, Ip 
roperty tax 
conomist summarizes personal prop- 
erty taxation in the United States 
and comments on principal problems. 
Addressed to accountants, Lynn Jr., 
A D, 29NYCPA350, May59, 6pp 

sales tax 

States extend sales tax to services 11 
JTAX112, Aug59, Ip 


STOCK MARKET OPERATIONS 

Short sales, puts, calls, described and 
tax treatment explained, Gelband J 
F, 11JTAX88, Aug59, 2pp 


TAX COURT 


Pre-trial techniques; practical comments 
on stipulation and settlement proced- 
ure, Lentz B V NYUl17thInst, p125, 
10pp 

Former trial attorney for chief counsel 
discusses post-trial settlement and 
motion procedure, Whitman J I NYU 
17thInst, p135, 12pp 


TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 

Isaacson B B, Guides to Successful Ac- 
counting Practice, American Institute 
of Certified Public Accountants, (New 
York, 1959), $3.50, 162pp. A compila- 
tion of notes and comments that ap- 
peared in the Practitioners Forum de- 
partment of the Journal of Accoun- 
tancy. One chapter is devoted to tax 
practice, and much of the comment 
throughout the book, though directed 
to accountants, might be read with 
profit by lawyers. Covers office proce- 
dures, relation with clients and staff, 
fees and billing, etc. 


TAX PRACTICE—ARTICLES 


Comment by lawyer-CPAs on proposed 
Code of Conduct limiting dual prac- 
tice, 10JTAX377, June59, 3pp 

Connecticut court holds that banks are 
not unlawfully practicing law in pre- 
paring and defending tax returns for 
estates and trusts of which they are 
trustees, 11JTAX182, Sep59, Ip 

Lawyer-CPAs practicing both profes- 
sions often do poor audit work, 
Puerto Rican lawyer says, Moreno R 
G, 11JTAX182, Sep59, 1p 

Leading practitioner forthrightly dis- 
cusses his answers to specific ethical 
problems arising in tax practice; ad- 
vice on proposed transactions, intent, 
records; errors on tax returns and 
duty to divulge; litigation problems in 
facts or cases unknown to the Gov- 
ernment; fraud cases; private interest 
vs. public responsibility, Darrell N 
NYUl17TthInst, pl, 24pp 

Successful negotiations depends on 
awareness of agent’s duties and obli- 
gations, IRS policy and duties of the 


enrolled person. Comments on how 
to negotiate, Freeman H A and Free- 
man N D, 11JTAX938, Aug59, 3pp 

Tax problems an auditor should consider 
as he goes through his program. Com- 
ments and questions arranged in the 
same orders as typical audit program, 
Fletcher W H, 4NatPA2, Apr59, 4pp 
(Part I) 

corporate tax dept. 

Management consultant discusses the 
kind of corporate tax department that 
merits separation as special function 
and the kind of tax manager needed to 
run it, Purvis D, 11TaxExecl8, Oct 
58, 7Tpp; similarly, 11JTAX235, Oct59, 
lp 


TIMBER—BOOKS 


Falk. Jr.. H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TIMBER 


Law and Regulations applicable to 
capital gains from timber explained, 
13ArkLR40, Winter58-59, 1lpp 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term T'rusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Custodianship and support trusts for 
minors seen as less useful than ordin- 
ary trusts in view of Treasury in- 
flexible stand on taxation of income 
to parents. IRS position is doubtful 
and litigation is foreseen, Savage T 
D Jr, NYU17TthInst, p1097, 20pp 

Family tax savings in 10-year trusts, 
two-year charitable trusts; gift tax 
and estate tax implications; practical 
and comprehensive, Yohlin H, 14Tax 
LR109, Nov58, 28pp; similarly 5Prac 
Law37, Feb59, 25pp 

General consideration of financial prob- 
lems of a family and how support 
trusts and gifts to custodians can 
provide an answer at considerable tax 
saving if they are carefully planned, 
Raymond J J, 11JTAX104, Aug59, 
8pp 

Inclusion of trust in grantor’s estate 
(State Street Trust case, Cushing 
estate) because of his wide powers as 
trustee criticized, but practitioners are 
warned that trustees should consider 
resigning, 11JTAX172, Sep59, 2pp 

Power to invade principal need in most 
long-term trusts; how to avoid tax 
disadvantages of such powers, Cavitch 
Z, 11JTAX1138, Aug59, 2pp 

Summary of the most important Ad- 
visory Group proposals with com- 
ments expressed at the hearings by 
the Treasury and by practitioners, 
Stevens W K, 10JTAX870, June59, 
6pp 

Termination problems; when does trust 
terminate? Problems at death of in- 
come beneficiary; allocation of capital 
gains; loss carryovers; partial termi- 
nations, Glassmoyer T P, NYU17th 
Inst, p1227, 18pp 

Ways and Means Committee to make 
substantial changes in bill proposed 
by Advisory Group on Subchapter J 
(HR3041), 11JTAX251, Oct59, 1p 

UNEMPLOYMENT TAXES 


NY permits voluntary contributions by 
employers; example of saving in vol- 
— payment, 11JTAX180, Sep59, 
pp 

Changes in New York law, Ress S A, 
29NYCPA383, May59, 2pp 


VALUATION 


Thoughtful comments on fundamental 
techniques; factors influencing courts; 
sees need for reasoned analysis in de- 
cisions rather than arbitrary findings, 
Gordon E L NYU1TthInst, p73, 14pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, collapsible—taz 
Abell—s&]—case 
Abercrombie—oil, gas & min—implica- 
tions 
Alcoma—loss, casualty—analysis 
Altdorfer—acc—deferred 
Alprosa—losses, carryback—legislative 
American Dental—income—review 
Associated Patentees—tax prac—counsel 
Auto Club of Mich.—acc, accr—analysis 
Baird—acc, reserves—criticism 
Bankline—oil, gas & min—LaGloria 
Barker—oil, gas and min—analysis 
Beacon Brass — fraud — misrepresenta- 
tion; counsel 
Beacon Publishi acc, accr. 
Benton—account—distinguishing 
Berkowitz—comp—consolidation 
Blair—procedure—effect 
Blumenthal—trusts—taxz 
Bodkin—fraud—constitutional 
Boettinger—alimony—husband 
Bond—ins—attack 
Bounds—comp—payments 
Breece Veneer—account—distinguishing 
Breitfeller—corp, acc erngs tax—taz 
Brennen—procedure—ezxplanation 
British Motor Car—losses, carryback— 
legislative 
Brodson—fraud—comment; crucial 
Brown Wood Preserving—timber—dis- 
cussion 
Cartan—oil, gas & min—taz 
Carter—farm—cases, immature 
Carpenter—farm—Treasury 
Casale—insurance—does 
Choate—oil, gas and mineral—tazx 
Coastal Oil—losses, carryback—legisla- 
tive 
Cohn—deprec—no, 
IRS 





salvage, Treasury, 

Cooper—foreign, income—critical 

Costello—fraud—comment 

Cowden—comp—oil 

Credit & Inv. Corp.—foreign, income— 

Crowell Land—oil, gas and min—an- 
alysis 

Crowther—ded & exp, tke—lumberjack 

Cuba Railroad—inc—Teleservice 

Davis—oil, gas and mineral—when 

Detroit Edison—inc—Teleservice 

Detroit Park Shelton—real est—tax 

Donnelly—fraud—consideration 

Donovan—losses, carryback—legislative 

Doran—corp, buy sell—consideration 

Douglas—oil, gas & min—possibility 

Ducros—insurance—does 

Durham Lumber—collect, 
flicting 

Eder—foreign, income—critical 

Eisinger—alimony—/RS, recent 

Elbe Oil Land—oil, gas & min—an- 
alysis; Parsons 

Elia—farm—cases 

Elko Realty—losses, carryback—legisla- 
tive 

Emmons—insurance—Taz, attack 

ET&WNC Transportation—s&l, 
comm—apportionment 

Evans—depreciation—reversal, Treasury 

Faber—alimony—husband 

Fine & Sons—procedure—ezxplanation 

Fisher—trusts—practical 

Fox—farming—immature 

Frost—farm—cases 

Frueler—p rocedure—effect 

GCM 22730—oil, gas & min—considera- 
tion 

Gariepy—fraud—crucial 

Glover—acc, reserves—criticism 

Gooch Milling—procedure—explanation 

rich—foreign, income—critical 

Goodstein—ins—attack 

Gowans—oil, gas & min—analysis 

Hancock—farming—immature 

Hansen—acc, reserves—criticism 

Harmon—oil, gas and mineral—when 

Harris—est, admin—attorney 

Hedberg-Friedheim — corp, acc erngs 
tax—tax 

Helburn—foreign, income—critical 

Henshaw—oil, gas and mineral—when 

Herndon—oil, gas & min—implications 

Hertz—deprec — salvage, district, re- 
versal, Treasury 

Himmelfarb—fraud—crucial 

Holsey—corp, redem—consideration 

Hoover Motor Express—ded & exp, ill 


—close 
Hopkins—fraud—disallowance 
Howard—corp, reorg—tax 
Howell—oil, gas and mineral—mineral 
Hughes—oil, gas and mineral—taz 
ress Co. 
Jacobsen—income—review 


liens—con- 


inter- 


Jefferson Lake Sulphur—oil, £88 an a 
- | 





mineral—surve trusts—cu 
Kaiser—inc—unions -partners— 
Kelley—corp, collapsible—taz a)—il, ga 
Keystone Coal Co.—oil, gas and foreign, 1! 
x —tax il, gas a 
ings County Iron Works—eo) " = 
Pa acaba leet, leng poeel - 
itner—self-emp retire—practi real est- 
ps ah ggg a ss no 
loria—oil, gas min — LaGlorigg SS 
natural le test, adm 
Lake—oil, gas & min—analysis —foreign, 


Lembcke—foreign, income—eriticg] 

Leuschner—collect—district 

Licavoli—fraud—comment 

Lipshitz—fraud—constitutional 

Long Poultry Farms—farm—T, 

Manahan—oil, gas & min—analygig, ; 
plications 


NUE R 


les contai' 


Marlor—d&e, education—ezpenges —e"eDUE ruli 
Massey Motors—deprec—reversal pher is that 
McDonald—farming—immature as in cases 


McMurray—oil, gas & min—implicationg 12—proc— 


Metropolitan Bldg—acc—IRS 


48—oil, ga: 


Mill Ridge—iosses, carryback—legislatig) h40—accoun 


Mitchell—fraud—criminal 


U 7 41—accoun 
Moore—farming—immature 4 

Naylor—oil, gas and min—survey 3¢—oil, ga 
New Capital Hotel—ace, acc 486—exemp 


alysi 


\98—accoun 


is 
North American Oil—ace, accr —angig—oil, gas 


alysis 
Northwestern Cement—s&l, intercomnpi6 
—apportionment 
Northwestern States Portland Cemeni 
s&l, interstate com—attorney; briefai3 
Georgia 
Osteen—dé&e, t&e—disallowance 
Parsons—oil, gas and min—Parsong 


ss—alimon 


4—farme! 
i—trusts- 


u—ded & 
930—oil, g 
o48—il, g 


Pelton Steel—corp, acc erngs tax—tam6—oil, g 


—buy sell—consideration 


eo 6475—f 


Penn Needle—corp, buy sell—considergs Proc 59-2 








tion 69—farm 
Prater—oil, gas & min—implications §.164—proc 
Prunier—corp, buy sell—consideration §.165—proc 
Reed—comp—payments 
Rodner—comp—payments 
Rubenstein—fraud—criminal 
Ruoff. & exp, nonbusiness—law AUTH 
SM 3322—oil, gas & min—consideration 
Safra—fraud—criminal 
Sclafani—fraud—counsel first wore 
Schenck—fraud—consideration ae whose 
Schwartz—fraud—disallowance i herein; 
Sensenbrenner—trusts—practical heading 1 
Sidney, corp, collapsible—taz Hi; the th 
Simpson—comp—payments work as @ 
Slagter—oil, gas & min—analysis j for an | 
Southwest Consolidated—corp, reorg — is 

tax y of the a 
Southwest Expl—oil, gas & min—Ia 

Gloria 
Spies—fraud—counsel = 
State Street Trust—trusts—inclusion old dep: 
Stockham Valves—s&l, interstate—aig,”’ 

torney; brief; Georgia; apportionmenh... J—e 
Summers—fraud—crucial OH J—fo 
Tank Truck Rentals—ded & exp, il®,.on PE 

close ine R— 
Teleservice—acc—analysis ne A 
Textile Mills—d&e—analysis L hook 
Thayer—exempt org, contrib—alumni Rien S— 
Trembley—oil, gas and min—survey | ,9/ 
Turnbow—corp, reorg—taz rch M- 


US Plywood—s&l, foreign comm—ezams H G 


ination 
Usibelli—oil, gas & min—natural 
Waters—d&e, t&e—disallowance 
Watson—dé&e, education—ezpenses 


presentat 
ow J—p 


Mer L—fi 


Weil—alimony—ZIRS; husband; recent |... K w- 


Winn—dé&e, t&e—disallowance 

Youngstown Sheet—s&l, foreign comm 
—examination 

Zipp—corp, buy sell—consideration 


CODE SECTIONS DISCUSSED 


Articles containing extensive discussio® 
of Code sections are listed below. Th 
number is that of the section of th 
1954 Code, references are as in cases 
above. 


387—inc—retirement 
108—inc—discharges 

109—real est—circumstances 
145—fraud—counsel 
162—dé&e, education—expenses 
178—acc—code 
212—ded & exp, nonbusiness—law 
803—-redem—after 
805—corp, pref stock—advisory 
311—corp, div—effect 
812—corp, div—effect ‘ 
318—corp, buy sell—consideration 
337—corp, liquidations—IRS 
846—corp, reorg—advisory 
355—corp, reorg-—advisory 
361—corp, reorg—taxz 

48l1—acc, change—changes | 
531—corp, buy sell—consideration 
645—foreign, corp—new 
614—oil, gas & min—when 
673—trusts—practical 














trusts—custodianships 
ets an trusts—custodianships 
-partners—income 


},)—oil, gas and min—survey 


C 
i foreign, inc—new é 
ot ie _oil, gas and min—when; invol conv 
: —law 
olleet, le _real est—planning 
ctical —real est—section 


}_procedure—explanation 
_ . §-trusts—power 

LaGlriag st, admin—attorney 
sig bforeign, inc—wew 


ritical 


—T reasy 


“sam ifENUE RULINGS DISCUSSED 


nalyeis, iM.jes containing extensive discussion 
wenue rulings are listed below. The 


“i bber is that of the ruling; references 
re jys in cases and Code sections ahove. 


nplicationgy12—proc—insistence 

: s—oil, gas and mineral—tax 

—legislating)—account—distinguishing 
t:1—account—distinguishing 


irvey 36—oil, gas and mineral—when 
ccrual—gnusg—exempt org, contrib—alumni 
498—account—distinguishing 
acer —aneif—oil, gas and min—capital 
5 »is—alimony—recent 
intercomngs6 
6—farmers—ruling 
1 Cement-a37—trusts—practical 
ney; briefgi3 
ui—ded & exp, tke—IRS 
ice 30—oil, gas & min—survey 
arsons 48—oil, gas & min—survey 
Ss tax—tamii6—oil, gas & min—eurvey 
« 6475—foreign, income—critical 
“consi Proe 59-22—pnroc—inasistence 
» 69—farm—Treasury 





cations §.164—proc—insistence 
deration }.165—proc—inaistence 
SS—law 
i. AUTHORS INDEXED 
}first word below is the name of an 
n yw whose books or articles are in- 
e »i herein; the second word is the ma- 
ical heading under which his work is 
the third word either identifies 
wrk as a book or is the minor head- 
lysis }for an article listing; last word 


p, reorg—plicized) is the first word of the index 
ty of the article. 


Berger A L—procedure—effect 

Bernfeld H—real est—real 

Bernstein A B—est admin—develop- 
ments 

Beveridge J W—est & gifts—book 

Bierman J D—corp—=script 

Birmingham J F—oil, gas and 
sharing 

Block N—corp, div—efferct 

Blum W J—policy—with 

Boughner J L—tax prac—book 

Breeding—oil, gas & min—book 

Brown E C—deprec—book 

Bruen A J—oil, gas & min—overall 

Burton—oil, gas & min—book 

Butters J K—inventory—book 

Byer S—fraud—criminal 

Caplin M—corp, thin—meticulous 

Casey L F—procedure—book 

Cavitch Z—est, admin—careful; trusts— 
power 

Cobert E O— fraud—consideration 

Cochrane H P—tax prac—counsel 

Cox A H—comp—duPont’s 

Cox F L—s&l, interstate comm—Georyia 

Crawford W W—foreign, WHTC—com- 
parison 

Creed J F—patents—how 

Crowley G D—fraud—counsel 

Crown J H—ded & exp, ill—cluse 

Curtis J—gift tax—powers 

Cutler A R—ex org, contrib—g’fts 

Dale E R—acc, consol—recent 

Darrell N—tax prac—leading 

DeLeoleos N T—inventory—brief 

Diamond W H—foreign—book 

Dobrzensky M W—IRS—conference 

Dohan D H W—dé&e, nonbusiness—law 

Driscoll J P—partnership—associations 

Due J F—sales tax—book 

Eidenberg N—s&l, inc tax—New 

Ekman S V—annuities—private 

Emery W M—acc—survrey 

Erbacher P J—collect—district 

Farrell E J— farm—Treasury 

Fillman J R—comp—Ford 

Fiske L E—oil, gas & min—book 

Fletcher W H—tax prac—tazx 

Freeman H A—tax prac—successfu! 

Freeman N D—tax prac—succeaaful 


min— 


York 


Friedman M—insurance—New York 

Friedman P H--foreign, WHTC—law 

Friedman W H-—corp, collapsible — 
thorough 


Gelband J F—stock market oper—short 
Getz E—comp—payments 
Ginsburg M D—corp, redempt—formu- 


ae 
Glassmoyer T P—trusts—termination 
Goodman I—foreign, ine—chief; pens 
& prof,—chief; IRS 
Goodrich E J—procedure—book 


Hill W C—coll taxes, trans liab—deci- 


sion 
Hinkel T S—foreign inc—foreign 
Hobbet R D—self-imp—practical 


Holzschuher C Jr.—acc, change — 
changes 

Holzman R S—general—book 

Holland D M—corp—book 

Horne W M Jr.—foreign, business— 


problems 
Jacobs C S—account—holding 
Kahn E L—corp—script 
Kalupa R J—corp, elect—proposals 
Katcher R—corp, liq—installment 
Kay D G—est, planning—example 
Keebler S E—personal—book 
Keir L E—procedure—book 
Kennedy L W—trusts—book 
Klett J C Jr.—d&e, emp—current 
Koerner W kt—foreign, inc-—new 
Kragen A J—entertainers—Use 
Kramer R—est & gifts—book 
Laiken G J—corp, buy-sell—buy-sell 
Latham R S—comp—hazards 
Leist C D—corp, pref stock—advisors 
Lent G E—losses, carry—history 
Lentz B V—tax court—pre-trial 
Levy P A—capital gains—what 
Lindsay D A—income—book 
Lipton P P—fraud—discusxion 
Little P—partnership—an, book 
Lore M M—corp—book 
Lowndes C L—est & gifts—book 
Lurie A—acc—code 
Lynn Jr., A D—s&l, prop tax—econo- 
mist 
MacKay H M—partners—income 
_—— E W—depreciation—changes— 
Ss 


Mahon J J—general—book 
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the Planning Committee for New York University’s Institute on Federal 
Taxation; MARK H. JOHNSON is a member of the Council, American 
Bar Association Section of Taxation. 
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